STRAIGHTENING OUT THE MORTGAGE MESS:
HOW CAN WE PROTECT HOME OWNERSHIP
AND PROVIDE RELIEF TO CONSUMERS IN FL
NANCIAL DISTRESS? (PART i)

HEARING

BEFORE THE

SUBCOMMITTEE ON
COMMERCIAL AND ADMINISTRATIVE LAW

OF THE

COMMITTEE ON THE JUDICIARY
HOUSE OF REPRESENTATIVES

ONE HUNDRED TENTH CONGRESS
FIRST SESSION

OCTOBER 30, 2007

Serial No. 110-164

Printed for the use of the Committee on the Judiciary

&R

Available via the World Wide Web: http:/judiciary.house.gov

U.S. GOVERNMENT PRINTING OFFICE
38-638 PDF WASHINGTON : 2009

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



COMMITTEE ON THE JUDICIARY
JOHN CONYERS, JR., Michigan, Chairman

HOWARD L. BERMAN, California
RICK BOUCHER, Virginia
JERROLD NADLER, New York

ROBERT C. “BOBBY” SCOTT, Virginia

MELVIN L. WATT, North Carolina
ZOE LOFGREN, California
SHEILA JACKSON LEE, Texas
MAXINE WATERS, California

WILLIAM D. DELAHUNT, Massachusetts

ROBERT WEXLER, Florida
LINDA T. SANCHEZ, California
STEVE COHEN, Tennessee
HANK JOHNSON, Georgia
BETTY SUTTON, Ohio

LUIS V. GUTIERREZ, Illinois
BRAD SHERMAN, California
TAMMY BALDWIN, Wisconsin
ANTHONY D. WEINER, New York
ADAM B. SCHIFF, California
ARTUR DAVIS, Alabama

DEBBIE WASSERMAN SCHULTZ, Florida

KEITH ELLISON, Minnesota

LAMAR SMITH, Texas

F. JAMES SENSENBRENNER, Jr.,
Wisconsin

HOWARD COBLE, North Carolina

ELTON GALLEGLY, California

BOB GOODLATTE, Virginia

STEVE CHABOT, Ohio

DANIEL E. LUNGREN, California

CHRIS CANNON, Utah

RIC KELLER, Florida

DARRELL ISSA, California

MIKE PENCE, Indiana

J. RANDY FORBES, Virginia

STEVE KING, Iowa

TOM FEENEY, Florida

TRENT FRANKS, Arizona

LOUIE GOHMERT, Texas

JIM JORDAN, Ohio

PERRY APELBAUM, Staff Director and Chief Counsel
JOSEPH GIBSON, Minority Chief Counsel

SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW

LINDA T. SANCHEZ, California, Chairwoman

JOHN CONYERS, JRr., Michigan
HANK JOHNSON, Georgia
ZOE LOFGREN, California

WILLIAM D. DELAHUNT, Massachusetts

MELVIN L. WATT, North Carolina
STEVE COHEN, Tennessee

CHRIS CANNON, Utah
JIM JORDAN, Ohio

RIC KELLER, Florida
TOM FEENEY, Florida
TRENT FRANKS, Arizona

MICHONE JOHNSON, Chief Counsel
DANIEL FLORES, Minority Counsel

1)



CONTENTS

OCTOBER 30, 2007

Page
OPENING STATEMENT

The Honorable Linda T. Sanchez, a Representative in Congress from the
State of California, and Chairwoman, Subcommittee on Commercial and
Administrative LawW  .....cooceiiiiiiiiiiieieee e 1

The Honorable Tom Feeney, a Representative in Congress from the State
of Florida, and Member, Subcommittee on Commercial and Administrative
LW ettt ettt ettt e s 11

WITNESSES

Dr. Mark M. Zandi, Ph.D., Chief Economist, Moody’s Economy.com, Inc.,
West Chester, PA
Oral TESEIMONY ..oocitieiiieiieeiieiie ettt ettt ettt e et e st e e bt esabeebeessbeesaeesnseasnas 2
Prepared Statement .........ccocccceveeeiiiiiiiiiieiieee e 4
William E. Brewer, Jr., Esq., The Brewer Law Firm, Raleigh, NC, on behalf
of the National Association of Consumer Bankruptcy Attorneys
Oral TESTIMONY  ...oeiiiiiiiiiiieeeiiee et ettt e et eesbe e e e sabeesssbaee s ebeessnsaeessssessnnseens 99
Prepared Statement ..........ccccceeeciiieeriiieccieeece e e 101
Mr. David G. Kittle, CMB, Chairman-Elect, Mortgage Bankers Association,
Washington, DC
[0 1 B =T 00 ) oSSR 109
Prepared Statement ..........cccocceeiiiiiiiiiieniiee e 111
Richard Levin, Esq., Cravath, Swaine & Moore LLP, New York, NY, on
behalf of the National Bankruptcy Conference
Oral TESEIMONY ...ocotieiiiiiieiiieiie ettt ettt ite et et e et e st e ebeesabeebeessbeesaeesnseasnas 126
Prepared Statement

LETTERS, STATEMENTS, ETC., SUBMITTED FOR THE HEARING

Letter from the National Association of Federal Credit Unions, submitted
by the Honorable Tom Feeney, a Representative in Congress from the
State of Florida, and Member, Subcommittee on Commercial and Adminis-
Erative Law oo 13
Prepared Statement of the Honorable Chris Cannon, a Representative in
Congress from the State of Utah, and Ranking Member, Subcommittee
on Commercial and Administrative Law .......cccccooeiiiiniinniiniiniciicnceeee, 16
Material submitted by the Honorable Chris Cannon, a Representative in
Congress from the State of Utah, and Ranking Member, Subcommittee
on Commercial and Administrative Law:
Prepared Statement of the Honorable Steve Chabot, a Representative

in Congress from the State of Ohio .......c.ccoceeiiiiiiieriiiiiicee e, 26
Prepared Statement of the Securities Industry and Financial Markets
ASSOCIATION ..ottt st 32
Prepared Statement of Steve Bartlett, on behalf of the Financial Services
Roundtable ... 37
Prepared Statement of the American Bankers Association and America’s
Community BanKkers ........ccccccoocieiiiiiiiienienieeniie ettt et 43

Prepared Statement of Edward J. Kulik, Senior Vice President, Real
Estate Division, Massachusetts Mutual Life Insurance Company before
the Committee on the Judiciary, United States Senate ............ccccceevunenne. 57

(I1D)



v

Material submitted by the Honorable Linda T. Sanchez, a Representative
in Congress from the State of California, and Chairwoman, Subcommittee
on Commercial and Administrative Law:

Letter from Robert Shiller, The Cowles Foundation for Research in Eco-
TIOTIIICS  ©ovieuvietienteeteesteeseeteeseesaesseessasseesseseessenseessesseeseensesssensasseensasseessansenssensens
Prepared Statement of Eric Stein, Center for Responsible Lending ............
Article from The New York Times, dated October 8, 2007, titled “The
American Dream in Reverse” .........cccccovvieiiieniiiiiiinieeieeieeieesee e
Letter to the Honorable John Conyers, Jr., Chairman, Committee on
the Judiciary, and the Honorable Lamar Smith, Ranking Member,
Committee on the JUdiCIary ........cccccoovviiriiieiiieiiieeieecee et
Memo from the Congressional Research Service (CRS) .......cccccecvvvvvivieennnnn.
Letter from the Honorable Richard Cordray, Ohio Treasurer of State ........
Special Report by Moody’s Investor Service ..........cccccevveervieenieniieeneenieeenennn.

APPENDIX

MATERIAL SUBMITTED FOR THE HEARING RECORD

Letter to the Honorable Linda T. Sanchez, a Representative in Congress
from the State of California, and Chairwoman, Subcommittee on Commer-
cial and Administrative Law, from J. Rich Leonard, Judge, United States
Bankruptcy Court, Eastern District of North Carolina ..........cccccoeeveeeevveennen.

Letter to the Honorable John Conyers, Jr., a Representative in Congress
from the State of Michigan, Chairman, Committee on the Judiciary, and
Member, Subcommittee on Commercial and Administrative Law, and the
Honorable Linda T. Sanchez, a Representative in Congress from the State
of California, and Chairwoman, Subcommittee on Commercial and Adminis-
ErAtIVE LAW oot e

Page



STRAIGHTENING OUT THE MORTGAGE MESS:
HOW CAN WE PROTECT HOME OWNERSHIP
AND PROVIDE RELIEF TO CONSUMERS IN
FINANCIAL DISTRESS? (PART II)

TUESDAY, OCTOBER 30, 2007

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 1:18 p.m., in room
2141, Rayburn House Office Building, the Honorable Linda T. San-
chez (Chairwoman of the Subcommittee) presiding.

Present: Representatives Sanchez, Conyers, Johnson, Cannon,
and Feeney.

Also Present: Representatives Chabot and Miller of North Caro-
lina.

Staff Present: Susan Jensen, Majority Counsel; Zachary Somers,
Minority Counsel; and Adam Russell, Professional Staff Member.

Ms. SANCHEZ. The Subcommittee on Commercial and Adminis-
trative Law will come to order.

I want to welcome everybody. Unfortunately, the Committee’s
other hearing this morning went unavoidably longer than antici-
pated, and I want to thank everybody for their patience and their
flexibility.

One of our witnesses, Dr. Mark Zandi, unfortunately will have to
leave shortly. So to permit him to give his testimony and take
questions, we are going to sort of do things in a little bit different
way this afternoon. We are going to take his testimony first, fol-
lowed by a round of questions that any Members may have for him.
And then we will return to opening statements and to our other
witnesses.

Dr. Zandi is the Chief Economist and the cofounder of Econ-
omy.com, which provides economic research and consulting services
to corporations, governments and institutions, maintaining one of
the largest online databases of economic and financial time series.

Dr. Zandi’s recent work includes a study of the outlook for na-
tional and regional housing market conditions, the determinants of
personal bankruptcy, the location of high technology centers and
the impact of globalization and technological change on real estate
markets.
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In addition to being regularly cited in The Wall Street Journal,
New York Times, Business Week, Fortune and other leading publi-
cations, Dr. Zandi also appears on ABC News, Wall Street Week,
CNN and CNBC.

Dr. Zandi, welcome. Your full written statement will be made
part of the record and we would ask that you please limit your oral
remarks to 5 minutes. And at this time, I would invite you to
please give your testimony.

STATEMENT OF MARK M. ZANDI, Ph.D., CHIEF ECONOMIST,
MOODY’S ECONOMY.COM, INC., WEST CHESTER, PA

Mr. ZANDI. Thank you very much. Thank you for the opportunity
to present this testimony today. I also would like to thank the
Mecklenburg Health Center for the opportunity to use their facil-
gcy.fl‘i was very kind of them, and their hospitality has been won-

erful.

I will make six points in my remarks. First, the Nation’s housing
and mortgage markets are suffering a very severe recession. The
housing activity peaked over 2 years, and since then home sales
have fallen nearly 20 percent, housing starts by 40 percent and
house prices by 5 percent. Over half the Nation’s housing markets
are currently experiencing substantial price declines with double-
digit price declines occurring throughout Arizona, California, Flor-
ida, Nevada, in the Northeast Corridor and industrial Midwest.

Further significant declines in construction and prices are likely
throughout next year as a record amount of unsold housing inven-
tory continues to mount. Given the impact of the recent subprime
financial shock and its impact on the mortgage securities market
and, thus, mortgage lenders, it is reasonable to expect national
house prices to fall by at least 10 percent from the peak of their
eventual trough late next year. This, of course, assumes that the
economy avoids recession and that the Federal Reserve will con-
tinue to ease monetary policy.

Second, residential mortgage loan defaults and foreclosures are
surging, and without significant policy changes, will continue to do
so through 2008 and well into 2009. Falling housing values, reset-
ting adjustable mortgages for recent subprime and all day bor-
rowers, tighter lending underwriter standards and most recently a
weakening job market are conspiring to create the current unprece-
dented mortgage problems.

I expect approximately 3 million mortgage loan defaults this year
and next, of which 2 million will go through the entire foreclosure
process forcing these homeowners to leave their current homes.
The impact on these households, their communities and the broad-
er economy will be substantial.

Foreclosure sales are very costly after accounting for their sub-
stantial transaction costs in certain significantly depressed, already
reeling housing markets, as foreclosed properties are generally sold
at deep discounts from prevailing market prices. These discounts
are estimated to be well over 30 percent.

Third, there is a substantial risk that the housing downturn in
surging foreclosures will result in a national economic recession.
The stunning decline in housing activity and prices is sure to se-
verely crimp consumer spending into next year, and the job market
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appears increasingly weak as it struggles with layoff in the hous-
ing-related industry. Regional economies such as California, Flor-
ida, Nevada and the industrial Midwest are already near or in re-
cession.

Fourth, without a policy response, mortgage loan modification ef-
forts are unlikely to prove effective in forestalling the increase in
foreclosures. A recent Moody’s survey of loan servicers found that
very little modification had been done, at least through this past
summer.

There are a large number of impediments to modification efforts.
Some tax, accounting and legal hurdles appear to have been over-
come, but large differences in the incentives of first and second
mortgage lienholders and the various investors in mortgage securi-
ties are proving to be daunting. While the total economic benefit
of forestalling foreclosure is significant, these benefits do not accrue
to all of the parties involved in determining whether to proceed
with the loan modification.

Fifth, the legislation to give bankruptcy judges the authority in
Chapter 13 to modify mortgages by treating them as secured only
up to the market value of the property will significantly reduce the
number of foreclosures. To limit any potential abuses, Congress
should provide firm guidelines to the bankruptcy courts, such as
providing a formula for determining the term to maturity, the in-
terest rate and the property’s market value.

Properly designed legislation could reduce the number of fore-
closures through early 2009 by at least 500,000. This would be very
helpful in reducing the pressure on housing and mortgage markets
and the broader economy.

Six, this legislation will not significantly raise the cost of mort-
gage credit, disrupt secondary markets or lead to substantial
abuses. Given that the total cost of foreclosure is much greater
than that associated with a Chapter 13 bankruptcy, there is no
reason to believe that the cost of mortgage credit across all mort-
gage loan products should rise. Indeed, the cost of mortgage credit
to prime borrowers may decline.

The cost of second mortgage loans, such as piggyback seconds,
could rise as they are likely to suffer most in bankruptcy, but such
lending has played a clear contributing role in the current prob-
lems.

There is also no evidence that secondary markets will be materi-
ally impacted after a period of adjustment as other consumer loans,
which already have similar protection in Chapter 13, have well
functioning secondary markets.

The residential mortgage securities market will go through sub-
stantial changes in response to the recent financial shock and will
adjust to these new rules. Abuses should also be limited, given that
a workout in Chapter 13 is a very costly process for borrowers. In-
deed the number of bankruptcy filings has remained surprisingly
low since late 2005 bankruptcy reform, likely affecting the higher
cost to borrowers.

Finally, I think it is important that the changes to bankruptcy
law in this legislation sunset after several years. Based on histor-
ical experience, changes to bankruptcy law can have unintended
consequences. I believe the changes in this legislation—proposed
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legislation, will have significant benefits, both short- and long-run,
but lawmakers may decide otherwise after several years of experi-
ence.

Allowing the legislation to sunset should also help dissuade con-
cerns that this legislation is an effort to readdress other issues in
the Bankruptcy Code. The housing market downturn is inten-
sifying and foreclosures are surging. Odds are quickly rising that
is self-reinforcing a negative dynamic of foreclosures beginning
house price declines to getting more foreclosures will develop in
many neighborhoods across the country. There is no more effica-
cious way to short circuit this cycle than adopting legislation to
allow bankruptcy judges the authority to modify mortgages by
treating them as secured up to the market value of the property.

Thank you.

Ms. SANCHEZ. Thank you for your testimony Dr. Zandi.

[The prepared statement of Mr. Zandi follows:]

PREPARED STATEMENT OF MARK M. ZANDI

Mr. Chairman and members of the Committee, my name is Mark Zandi; I am the
Chief Economist and Co-founder of Moody’s Economy.com.

Moody’s Economy.com is an independent subsidiary of the Moody’s Corporation.
My remarks represent my personal views and do not represent those held or en-
dorsed by Moody’s. Moody’s Economy.com provides economic and financial data and
research to over 500 clients in 50 countries, including the largest commercial and
investment banks; insurance companies; financial services firms; mutual funds;
{nanlufacturers; utilities; industrial and technology clients; and governments at all
evels.

I will make six points in my remarks. First, the nation’s housing and mortgage
markets are suffering a very severe recession. Housing activity peaked over two
years ago, and since then home sales have fallen nearly 20%, housing starts by 40%,
and house prices by 5%. Over half the nation’s housing markets are currently expe-
riencing substantial price declines, with double-digit price declines occurring
throughout Arizona, California, Florida, Nevada, in the Northeast Corridor and in-
dustrial Midwest. Further significant declines in construction and prices are likely
throughout next year as a record amount of unsold housing inventory continues to
mount give the impact of the recent subprime financial shock and its impact on the
mortgage securities market and thus mortgage lenders. It is reasonable to expect
national house prices to fall by at least 10% from their peak to their eventual trough
late next year. This assumes that the economy will avoid recession and the Federal
Reserve will continue to ease monetary policy.

Second, residential mortgage loan defaults and foreclosures are surging and with-
out significant policy changes will continue to do so through 2008 and into 2009.
Falling housing values, resetting adjustable mortgages for recent subprime and Alt-
A borrowers, tighter lending underwriting standards, and most recently a weak-
ening job market are conspiring to create the current unprecedented mortgage credit
problems. I expect approximately 3 million mortgage loan defaults this year and
next, of which 2 million will go through the entire foreclosure process, forcing these
homeowners to leave their current homes. The impact on these households, their
communities, and the broader economy will be substantial. Foreclosed sales are very
costly after accounting for their substantial transaction costs, and serve to signifi-
cantly depress already reeling housing markets, as foreclosed properties are gen-
erally sold at deep discounts to prevailing market prices. These discounts are esti-
mated to be well over 30%.

Third, there is a substantial risk that the housing downturn and surging fore-
closures will result in a national economic recession. The stunning decline in hous-
ing activity and prices is sure to severely crimp consumer spending into next year,
and the job market appears increasingly weak as it struggles with layoffs in housing
related industries. Regional economies such as California, Florida, Nevada and the
industrial Midwest are already near or in recession.

Fourth, without a policy response, mortgage loan modification efforts are unlikely
to prove effective in forestalling the increase in foreclosures. A recent Moody’s sur-
vey of loan servicers found that very little modification had been done, at least
through this past summer. There are a large number of impediments to modification
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efforts. Some tax, accounting and legal hurdles appear to have been overcome, but
large differences in the incentives of first and second mortgage lien holders and the
various investors in mortgage securities are proving to be daunting. While the total
economic benefit of forestalling foreclosure is significant, these benefits do not ac-
crue to all of the parties involved in determining whether to proceed with a loan
modification.

Fifth, the legislation to give bankruptcy judges the authority in a Chapter 13 to
modify mortgages by treating them as secured only up to the market value of the
property will significantly reduce the number of foreclosures. To limit any potential
abuses, Congress should provide firm guidelines to the bankruptcy courts, such as
providing a formula for determining the term to maturity, the interest rate, and the
property’s market value. Properly designed, the legislation could reduce the number
of foreclosures through early 2009 by at least 500,000. This would be very helpful
in reducing the pressure on housing and mortgage markets and the broader econ-
omy.

Sixth, this legislation will not significantly raise the cost of mortgage credit, dis-
rupt secondary markets, or lead to substantial abuses. Given that the total cost of
foreclosure is much greater than that associated with a Chapter 13 bankruptcy
there is no reason to believe that the cost of mortgage credit across all mortgage
loan products should rise. Indeed, the cost of mortgage credit to prime borrowers
may decline. The cost of second mortgage loans, such as piggy-back seconds, could
rise, as they are likely to suffer most in bankruptcy, but such lending has played
a clear contributing role in the current credit problems. There is also no evidence
that secondary markets will be materially impacted after a period of adjustment,
as other consumer loans which already have similar protection in Chapter 13 have
well functioning secondary markets. The residential mortgage securities market will
go through substantial changes in response to the recent financial shock and will
adjust to the new rules. Abuses should also be limited given that a workout in
Chapter 13 is a very costly process for borrowers. Indeed, the number of bankruptcy
filings has remained surprisingly low since the late 2005 bankruptcy reform, likely
reflecting the much higher costs to borrowers.

Finally, I think it is important that the changes to bankruptcy law in this legisla-
tion sunset after several years. Based on historical experience, changes to bank-
ruptcy law can have unintended consequences. I believe the changes in this pro-
posed legislation will have significant both short and long-term benefits, but law-
makers may decide otherwise after several years of experience. Allowing the legisla-
tion to sunset should also help assuage concerns that this legislation is an effort
to re-address other issues in the bankruptcy code.

The housing market downturn is intensifying and mortgage foreclosures are surg-
ing. Odds are quickly rising that a self-reinforcing negative dynamic of foreclosures
begetting house price declines begetting more foreclosures well develop in many
neighborhoods across the country. There is no more efficacious way to short-circuit
this cycle than adopting legislation to allow bankruptcy judges the authority to mod-
ify mortgages by treating them as secured only up to the market value of the prop-
erty.

Ms. SANCHEZ. We will now begin with a round of questioning be-
cause we know that you cannot stay long with us. So I will recog-
nize myself for 5 minutes.

It is a little interesting because you have not heard the testi-
mony of our other panelists, and yet my first question deals with
some testimony that was presented by Mr. Kittle in his written tes-
timony that he submitted.

He states that if these provisions were enacted, it would increase
the cost and reduce the availability of mortgage credit for principal
residents; and I am interested in hearing your response to that
statement.

Mr. ZANDI. You know, I don’t think that will be the case. I think,
most fundamentally the reason is that the cost of foreclosure, the
total cost of foreclosure, is measurably higher than will be the cost
of a bankruptcy in Chapter 13 under this proposal.

In terms of the cost of foreclosure they are quite significant. It
is not only the difference in the mortgage amount and the market
value of the property. It is all of the transaction costs involved, in-



6

cluding the legal cost, the maintenance cost, the cost associated
with realtors selling property post-auction.

It also is the time involved. There is a period of a year or two
that could pass before foreclosure actually takes place and a person
is asked to leave the home, and there is lots of depreciation and
other costs associated with that.

And, finally, I don’t think we should discount the cost to the
broader economy of foreclosures and the impact that has on the
communities and the broader economy. It serves to reduce market
values for all homes in those communities, and that is also a cost.

So I think the point is that when you consider the wide range
of costs involved in a foreclosure it is very, very significant. Some-
one bears it, and those costs are measurably greater than the cost
that would ensue in a Chapter 13 bankruptcy under this proposed
legislation.

So, in my view, it is hard to argue that the cost of mortgage cred-
it will rise in aggregate. You may argue that certain groups will
suffer higher costs, that those folks that are making piggyback sec-
onds definitely will have higher costs, but for the vast majority of
mortgage buyers I don’t think it will make a difference.

Ms. SANCHEZ. Thank you.

It has also been argued that if a mortgage loan can be modified
or rendered unsecured during bankruptcy it will be far more dif-
ficult to originate or sell mortgages in the secondary market. As a
result, it has been argued that the cost of mortgages would have
to increase to reflect this additional risk. How would you respond
to that argument?

Mr. ZaANDI. I don’t think that will be the case either. It is a
change, and therefore, the secondary market will have to adjust to
:cihat change; but I think it is a relatively straightforward thing to

0.

The issue for the secondary market is, what is the loss on the
mortgage in a foreclosure and how is that different from a loss that
would incur in a Chapter 13 bankruptcy under this proposed legis-
lation. I mean, the worst-case scenario for the securities market
would be just to assume what they are assuming now about the
loss in foreclosure. That would be sort of the most conservative out-
side estimate of the cost. But I do think with time they will figure
it out.

The other point is—and they can do that relatively quickly.

And the other point is, the market is broken; as it is, it is not
functioning well. A lot of changes have to occur to make this mar-
ket function appropriately. And this is a perfect time to ask them
to make this kind of a change because they have to, in a sense,
redo the plumbing because the plumbing is broken. And why not
put in better pipes while you are at it?

Ms. SANCHEZ. Great.

And the final question, also in his prepared testimony—and,
again, it is kind of weird because you have not heard the testi-
mony. Mr. Kittle states that the proposed reform to section
1322(b)(2), which allows a Chapter 13 debtor to modify a home
mortgage, would result in higher down payments and that the bor-
rower would have to pay 1 to 3 points on the entire loan, an addi-
tional three-eighths of a percent in the mortgage interest rate; and
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he also estimates that borrowers would see a 200 basis point jump
in interest rates with a 5-to-10-percent down payment home mort-
gage with no points or fees at closing.

And I am interested in getting your reaction to that assertion.

Mr. ZANDI. I don’t agree. This is very similar to the first question
about the interest rate costs.

There are numerous ways that you can raise the cost to the bor-
rower. One is the interest rate, the other is the size of the down
payment. I think, in aggregate, when you consider all mortgage
borrowers and all mortgage lending, that we will not see any sig-
nificant increase in the cost, whether it be through an interest rate,
whether it be through the size of the down payment or other lend-
ing terms that are offered up to borrowers.

And just to reiterate, there will be some groups where the cost
will rise. I mean, I do think that some borrowers wished to put
very little down and relied on a piggyback second to be able to fit
into the home 100 percent cumulative loan-to-value ratio or above.
Those borrowings will be, under this legislation, will be more dif-
ficult. But in my view, a large part of the foreclosures or problems
that we are facing are related to that kind of a lending; and I don’t
see any downside to having that be restricted to some degree by
the marketplace.

Ms. SANCHEZ. Great. Thank you.

My time has expired, so at this time I would like to recognize our
distinguished Ranking Member, Mr. Cannon, for 5 minutes of ques-
tions.

Mr. CANNON. Thank you for joining us, Mr. Zandi. I am actually
looking forward to the time when we cannot not all be here to-
gether and participate the way you are participating. I think this
is the first time we have actually had a witness on a video-
conference.

Ms. SANCHEZ. Yes.

Mr. CANNON. So thank you for breaking the ice here and setting
a precedent. Mr. Chairman of the whole Committee, I hope you are
taking note that this works pretty well.

Mr. Zandi, you made a comment that made me wonder if we are
talking about the same thing. You mentioned a sunset, but the Mil-
ler bill does not have a sunset. Do you think it needs a sunset?

Mr. ZANDLI. I do. I think that any legislation should have a sunset
provision, because as we all know from previous bankruptcy reform
changes, there are always things that we do not anticipate. And I
fully believe that this proposed change is a good idea that will work
out in the short run and the long run. But I would counsel that
a sunset provision will be advisable so that we can go back 3, 5
years down the road and evaluate whether this was an appropriate
change or not.

Mr. CANNON. We have people saying that this problem may be
very short-term, others saying that the resets in mortgages may
happen over a long period of time through 2010—2009.

How long, if you had to put a number on it, how far out would
you put that sunset?

Mr. ZaNDI. I would put it out at least 3 years, because the prob-
lems will be very severe through the spring, summer of 2009; post
that, the recent tightening in underwriting standards will have
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benefits and the foreclosure problems will abate significantly by
late 2009 into 2010. And by that point, we will have enough data
points to really judge whether this was appropriate or not.

Mr. CANNON. Given what I think is a risk—and you sort of pre-
sented a no-cost solution here; I don’t agree with that. But given
what I think are the risks, should we think in terms of a 2-year
sunset so 2009, about this time, we have to reauthorize it if it has
worked and if it is necessary.

Mr. ZAaNDI. Well, I think 2 years might be a little too short be-
cause you need to get the data, you need to see it come in, and
there are lags involved.

Now, suppose that, as I am anticipating foreclosure problems,
continue into the spring of 2009. It will take at least until the end
of 2009, early 2010, to get all the information in and be able to
really digest it, make sense of it and make sure that things are
working properly.

So I would counsel 3 years.

Mr. CANNON. We are moving in a world with quicker data; and
in a case like this, I would hope that we could focus the data, be-
cause the risks, I think, are high. Let me ask one other question.

My experience—and this is anecdotal and that is why we are
here; but my sense is that many subprime lenders are now yielding
windfall profits by repossessing houses of people who can’t sell
their house or can’t make their payments and then selling them in
a market that is actually artificially high, but which has been sup-
ported by purchases. And while they are doing it at a discount—
you talked about deep discounts for foreclosed houses—my sense is
the discounts are not so deep, and that there is a big incentive on
the part of the forecloser to take the house and resell it at a profit
from the house.

I suspect that if you give the borrower the time frame and con-
text to cram down that loan in bankruptcy that the system will not
heal itself so quickly.

Am I wrong about some lenders getting windfall profits from
foreclosing? And secondly, do we have to worry about not solving
the problem by giving borrowers who are in over their heads more
leverage?

Mr. ZANDI. I am not aware of a significant amount of profit being
made in the foreclosure, in post sales, post-foreclosure sales. My
sense of the data that I am seeing, which is now coming in quite
quickly, is that prices are falling and they are falling very rapidly.
And all indications are that they will continue to fall very rapidly,
at least for the foreseeable future.

Fundamentally, the problem here is that there is a massive
amount of unsold inventory, and it is rising because of the fall in
home sales and because of the increase in foreclosure. So I would
be surprised if what you described is occurring in a very significant
broad base; and if it is now, I doubt it will be in a few months be-
cause of the market conditions which are eroding exceptionally
quickly. So I don’t think that is an issue.

Now, with respect—or it soon won’t be.

Secondly, with respect to giving more power to the borrower in
the cram-down, to some degree that is the idea. That is the purpose
here. Lenders and servicers and investors are having a very dif-
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ficult time coming to terms and figuring out how to make loan
modifications work, even though we all sense that in a broad—
when you consider all the costs of all the foreclosures, that it would
make sense to go through this process because for each one of the
individual parties involved in the process, they may not make a
profit, they may lose.

So it is very, very difficult for everyone to come to terms on this.
And by giving the borrower a little bit more power in the process,
I think you crystallize a sense of urgency on the part of the lend-
ers, the servicers and the investors to come together, come to terms
and try to figure this out quickly. Because the problem is now, it
is not 6 months from now or 12 months from now, it is now.

Mr. CANNON. I notice, Madam Chairman, that my time has ex-
pired. But I will just point out, if I might take a moment, that what
we are debating here on this bill is exactly what Mr. Zandi has
said, which is, Where do we put the thumb on the scale here and
how heavily do we press?

Thank you, and I yield back.

Ms. SANCHEZ. The time of the gentleman has expired. We have
just been notified that we have votes across the street, but I think
we have time for Mr. Conyers’ round of questions. Mr. Conyers is
recognized for 5 minutes.

Mr. CONYERS. Thank you, Chairwoman Sanchez. I want to thank
everyone for arranging this.

There are only two questions that I have. One is that the indus-
try tells us that they are on top of the problem and that if we trust
them, they can solve this. I know that the “trust me” question al-
ways suggests the obvious answer.

But why would they give us this kind of information?

Mr. ZANDI. You are asking me, Congressman?

Mr. CONYERS. Yes, sir.

Mr. ZanDI1. Well, I think that many parties involved are well in-
tentioned. They would like to help solve this foreclosure problem.
But, you know, there are a lot of countervailing incentives—second-
lien versus first-lien holders, the various flavors of investors, the
servicers versus the investors.

So I think the problem is that they may be well intentioned, they
want to make it work, but given the incentives that are present
and the conflicts that are involved, it is going to be extraordinarily
difficult for them to come to terms of agreement, at least quickly
enough to make a big enough difference for the people who are los-
ing their homes today and next year and the year after.

Mr. CONYERS. In other words, they have got vested interests that
don’t lead them to be as concerned about resolving this problem as
quickly as we can?

Mr. ZaNDI. That is one way of looking at it.

Or their view is that they can solve this problem in a different
way and a better way, a more profitable way than another person
or party involved and can’t come to terms.

Mr. CoNYERS. Well, you know, the problem that I am finding,
Mr. Zandi, is that some of them were in on the predatory lending
and the incredible schemes that got people into this mess to begin
with.



10

Mr. ZANDI. Yeah. You know, there are certain cases of that, and
certainly there is, I think, evidence that lenders were overly ag-
gressive, many of whom were in the nonregulated part of the in-
dustry or the lightly regulated part of the industry.

But I think, broadly the industry wants to do the right thing.
They want to do good; they are working hard. But my point is, be-
cause of the impediments in their way, they are just not going to
be able to get it together quickly enough to make a big difference.
And I think with this proposed legislation it will allow for some of
those impediment barriers to come down, and we will get some-
thing done, something worthwhile, something that will make a dif-
ference to this market and to these households before it is too late.

Mr. CoNYERS. The last question, Chairwoman, is this to Mark
Zandi.

I have just been encouraged by some of my friends that want us
to freeze all foreclosures and allow American families to retain
their homes. The monthly payments and rent should be made to
banks, designated banks, which can use the funds as collateral for
normal lending practices, thus recapitalizing the bank system.
These payments will be factored into new mortgages reflecting the
deflating of the housing bubble and the establishment of appro-
priate property valuations and reduced interest rates.

Has that occurred to you recently?

Mr. ZANDI. Yeah. I wouldn’t agree with that. I think that would
be a very significant mistake.

I think—what you are discussing, I think, today in the form of
this legislation is a good middle ground and something that will do
right by lenders and by borrowers. But by completely shutting
down the foreclosure process, I think that would do more harm
than good—particularly to the very people that I think you would
like to help in the long run.

So I really believe that this legislation is a piece of legislation
that will strike the right balance.

Mr. CONYERS. I think so, too. I am a cosponsor of it.

And I thank you very much for your comments, Mr. Zandi.

Thank you, Madam Chairman.

Ms. SANCHEZ. The time of the gentleman has expired, and I
think this is a good time to take a natural break. We need to go
across the street to vote.

Dr. Zandi, I want to thank you for your participation. I know by
the time we get back, you will have to run. But Members will be
submitting written questions that we will ask you to answer as
quickly as possible to be made a part of the record as well. Again,
we want to thank you for your patience and all of our panelists for
their flexibility.

We are going to be in recess while we vote, and we will come
back to finish the hearing.

[Recess.]

Ms. SANCHEZ. This hearing on the Judiciary Subcommittee on
Commercial and Administrative Law will come to order. We are
trying to speed things along, given our late start. And normally we
would do full-blown opening statements. I am going to actually rec-
ognize Mr. Feeney to give the minority opening statement. The
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gentleman is recognized. I will respond, and then we will proceed
with the testimony of our panelists.

Mr. Feeney is recognized.

Mr. FEENEY. Well, thank you, Madam Chairman. I think it is im-
portant that we had a second hearing. Some of us were very con-
cerned that we had rushed through the first consideration. And I
remain determined to point out that the unintended consequences
that may adversely impact credit markets throughout America in
this bill really need to be examined by the Financial Services Com-
mittee, which has the bulk of the expertise.

Having said that, that decision is admittedly way beyond my pay
grade, as to whether or not the Financial Services Committee
ought to consider what potentially could be the most damaging im-
pact on credit availability in the homeowners’ market in America
of any bill that—in the 6 years since I have been here. I will say
that all of us are sympathetic with the plight of homeowners that
for whatever reason may be foreclosed on in their homes. So there
is an enormous amount of sympathy with the 1 or 2 or 3 percent
of Americans that may suffer this.

But ultimately, there is a price to be paid for allowing a judge
to arbitrarily cram down the mortgage after the fact. And that
price I am afraid could be huge. The protection for home lending
in the Bankruptcy Code goes back at least to 1898. In 1978, Sen-
ator DeConcini pointed out the intent of section 1322(b)2 of the
code was to preserve the availability of residential mortgage fund-
ing for individuals of modest means. We need to determine I think
as a Congress what it means if we do away with the availability
of mortgages for individuals of modest means.

Justice Stevens, no right wing justice, in the case of Nobelman
v. American Savings Bank, pointed out that it was the intent of
Congress all along in enacting that very section to assist with home
ownership. And I quote him from that case: “At first blush, it
seems somewhat strange the Bankruptcy Code should provide less
protection to an individual’s interest in retaining possession of his
or her home than of other assets. The anomaly is, however, ex-
plained by the legislative history, indicating the favorable treat-
ment of residential mortgages was intended to encourage the flow
of capital into the home lending market.”

I would note that we had an economist earlier—and of course,
Ronald Reagan famously remarked that he wished he could find a
one-armed economist because you can always find an economist
that will say, on the one hand, this may occur, and the other hand,
the opposite may occur. To his credit, the economist that testified,
he thought on balance this proposal would probably be helpful.
Also acknowledged in Mr. Zandi’s testimony that the unintended
consequences of such legislation often outweigh the intended posi-
tive consequences, and so that was the sole entire reason why he
suggested that we sunset any reform of the Bankruptcy Code.

There are other economists, presumably who are advising some
of the major players in the lending industry, including the Amer-
ican Bankers Association, National Association of Home Builders,
the U.S. Chamber of Commerce and others, that are asserting the
importance of protecting availability of credit to homeowners
throughout the country by preserving this section of the code. And
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I would also like, Madam Chairman, to ask for unanimous consent
because there is at least one entity that acts as sort of a mutual
fund. That would be the National Association of Federal Credit
Unions, which is not a profit-making entity. I would like to ask
permission, unanimous consent to insert a letter addressed from
the National Association of Federal Credit Unions to Chairman
Conyers and Ranking Member Lamar Smith.

Ms. SANCHEZ. Without objection, so ordered.

[The information referred to follows:]
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LETTER FROM THE NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS

i
[FETTIIT]
NAFCO
National Association of Federal Credit Unions
3138 10th Street North e Arlington, Virginia e 22201-2149
(703) 522-4770 o {800) 336-4644 e Fax (703) 522-2734

Fred R. Becker, Jr.

President and CEC
October 23, 2607
The Honorable John Conyers The Honorable Tamar Smith
Chairman Ranking Member :
House Judiciary Committee House Judiciary Conmnittee
2138 Raybutn House Office Building - 2142 Rayburn House Office Building

Washington, DC 20515 Y LA™ Washington, DC 20515

Dear Chairman Conyepe’and Ranking Member Smith:

1 am writing on behalf of the National Association of Federal Credit Unions (NAFCU) to
express our concerns regarding H.R. 3609, the Emergency Home Ownership and Morigage Equity
Protection Act of 2007. NAFCU is the only national trade association that exclusively represents

the interests of the nation’s federal credit unions.

NAFCU and our member credit unions recognize and support the need for both responsible
lending and prudent consumer financial management as established by the Bankruptcy Abuse and
Consumer Protection Act of 2005. While fully recognizing the well-intentioned efforts of HR.
3609 to address issues related to the current sub-prime mortgage crisis, we believe that the potential

impact H.R. 3609 may impose on the credit availability to consumers outweighs its benefits.

While recognizing the intent of FLR. 3609 is to remedy abusive sub-prime loans, our in-
depth analysis of the bill indicates that it would cover all mortgages and home equity loans,
including those made by credit unions. We believe that such broad based coverage of all
mortgages and home equity loans by the Emergency Home Ownership and Movigage Equity
Protection Aet of 2007 will create greater uncertainty in the mortgage market and likely lead to
higher costs to credit union members. (Like other lenders, credit unions will have to price for
increased uncertainty with their products (as they might be adjusted in Chapter 13 bankruptey
proceedings).) We are also concerned that credit unions that hold their mortgages in portfolio
would face increased risk, as not-for-profit cooperative institutions must pass their losses on to

other members.

As Home Mortgage Disclosure Act (FIMIDA) data indicates, credit unions make more of
their loans to low-income and minority populations at rates closer to standard Treasury rates than
other financial institutions. Unfortunately, the proposed bill would have the unintended
consequence of raising mortgage rates for riskier populations as institutions would be forced to

price for the additional risk created by its enactment.

E-mail: fbecker@nafcu.org  Web site: www.nafou.org
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Chairman Conyers and Ranking Member Smith
October 23, 2007
Page 2

Additionally, given the uncertainty in the secondary market that we believe enactment of
H.R. 3609 will create (by permitting the adjustment of mortgages in Chapter 13 bankruptcy
proceedings), credit unions will find it more difficult to access this important vehicle for the
mortgages that they offer.

Given these facts, we ask you to oppose H.R. 3609 as reported to the full Judiciary
Committee. We respect the intent of this legislation and look forward to continuing to work with
you on assisting homeowners that are experiencing difficulty in the current housing market. We
believe that with further study and examination, a workable solution can be achieved that will
effectively remedy abusive sub-prime loans without creating additional uncertainty in the financial
markets.

If you or your staff should have any on this matter, please do not hesitate to contact
NAFCU's Director of Legislative Affairs, Brad Thaler, or me at (703) 522-4770. Thank you for
your leadership on this very importani matter.

Sincerely, Y (.. _ -
. R i
J—— ﬂ._ /" r": e é}
: v y
Fred R. Becker, Jr. o Sy I o €z e
President/CEC

cc: Members of the House Judiciary Commitiee
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Mr. FEENEY. And finally I would point out that the adverse con-
sequences are not just going to be potentially to people of modest
means who want to buy homes in the future. If you want to sell
your home to somebody of modest means, there could be huge ad-
verse consequences because the pool of buyers that have access to
credit may dry up. If you merely want to retain ownership of your
home because there are fewer buyers for like homes, the equity
that otherwise might grow in your home will be depressed by this
variable, this uncertainty that is thrown into the ability to collect
markets, so even people that want to hang onto their homes for the
next 20 or 30 years, in my view, will be likely to suffer some dam-
age if this is imposed, not to mention realtors, home builders, title
companies, mortgage companies, surveyors.

As you diminish on the margins the number of people that could
access credit or you reduce the credit availability to people to buy
a larger home or a nicer home than they would—if it hadn’t been
for the uncertainty we are putting in the market here by removing
this section of the code, you diminish the value of all residential
real estate in the country.

And with that, Madam Chairman, I would yield back the balance
of my time.

Ms. SANCHEZ. The gentleman yields back.

And I will yield myself just a couple of minutes to respond to
some of what has been said.

Last month, this Subcommittee held a hearing on the subprime
mortgage meltdown, this very same issue, and we got to hear from
experts on how we got into this mess, and we heard their views on
how to fix it. We have already heard testimony from one witness
today with respect to the proposed legislation that Congressman
Brad Miller and I introduced, H.R. 3609. And I am pleased to rec-
ognize my colleague and welcome him to our Subcommittee hearing
today.

I know it has kind of been a quirky and out-of-order hearing. But
I think everybody will agree, and I think all of our witnesses at the
last Subcommittee hearing on this issue agreed that foreclosure is
the worst possible option for everybody in all instances. And so I
think the legislation, as crafted by Mr. Miller and I, while we are
open to some suggestions for improving it, I think really strikes at
the heart of what could provide some real relief and some reason-
able measures that are not going to—not going to over address the
problem, if you will.

With that, I am going to yield back my time. And we will, with-
out objection, allow Members to submit their written statements
for the record. Without objection, the Chair will be authorized to
declare a recess of the hearing at any point.

[The prepared statement of Mr. Cannon follows:]
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PREPARED STATEMENT OF THE HONORABLE CHRIS CANNON, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF UTAH, AND RANKING MEMBER, SUBCOMMITTEE ON
COMMERCIAL AND ADMINISTRATIVE LAW

STATEMENT OF RANKING MEMBER CANNON
SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW
HEARING ON “STRAIGHTENING OUT THE MORTGAGE MESS”
OCTOBER 30, 2007

Madame Chairwoman, I want to thank you for holding this

hearing on H.R. 3609.

H.R. 3609 — the Miller bill — has the potential to cause serious
negative consequences to current home owners, future home
owners, lenders, investors, federal government loan programs,

and the U.S. economy in general.

Hopefully through this hearing we can highlight the serious
flaws in the Miller bill and examine whether there is anything
we can responsibly do within the Bankruptcy Code to alleviate

the problems currently facing borrowers.
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What we cannot do is enact legislation that will dry up the flow
of capital into the mortgage lending market and raise interest

rates and other terms on future borrowers.

The Miller bill will have just that impact.

Indeed, the negative impacts that Miller bill will have are as

staggering as they are obvious.

The most obvious problem with the bill is that it will cause
lenders to raise interest rates and require much larger
downpayments. Such adjustments on the part of lenders will
most affect low and moderate income families. Delaying, and in

some cases ending, the dream of home ownership.
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Another problem with the Miller bill is that it is in no way

targeted at the current crisis.

We have been told repeatedly that the crisis that needs to be
addressed is with subprime loans. Yet, the Miller bill applies to

all home mortgage loans — prime and subprime alike.

We have been told repeatedly that the problem is with interest
rate resets that cause monthly loan payments to increase
significantly. Yet, the Miller bill applies to fixed rate mortgages

that will have one interest rate for the life of the loan.

We have been told repeatedly that the loan resets that are
causing the crisis should be completed by the middle of 2009 at
the latest. Yet, the Miller bill does not have a sunset — it will

continue on long after the current problems have subsided.
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In other words, there is absolutely nothing in the Miller bill that
targets the solution at subprime loans with interest rate resets

that have caused monthly payments to increase dramatically.

One has to question seriously whether the subprime crisis is
merely being used as a vehicle to push for changes to the
Bankruptcy Code that consumer groups and bankruptcy
attorneys have been advocating for decades. Changes they were

unable to get enacted with the 2005 bankruptcy reforms.

However, despite my strong misgivings about the bill, if there is
something that we in this Committee can do to help alleviate the
current problems facing subprime borrowers I am willing to

work with the majority towards that end.
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But before doing so we need to understand the impact of this
legislation on all the entities involved in home mortgage
lending:

¢ What will the Miller bill do to home mortgage interest
rates and required downpayment amounts?

o How will it affect the secondary mortgage market and
mortgage-backed securities?

e Who’s going to pay to purchase loans out of the
mortgage-backed securities pool if the modification
violates the pooling and servicing agreement or federal
tax rules?

o Will it push lenders away from involvement in federal
home lending programs for low and moderate income

families because of increased risk?
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o How will the Miller bill affect other Congressional and

regulatory efforts at solving the problem?

Serious concerns have been raised about the far-reaching
impacts of this legislation. I hope this hearing will illuminate
those concerns. [ hope, too, that the Majority will take the time
to craft good legislation rather than just rushing to “do

something” that ultimately hurts more people than it helps.

The primary residence exception that is afforded to home
mortgage lenders under section 1322 of the Code and pursuant
to Nobelman v. American Savings Bank has its roots in the
Bankruptcy Act of 1898. The exception has worked well. We

must act deliberately and cautiously before we modify it.
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Madame Chairwoman, the size of today’s panel did not permit a
representative of the secondary mortgage market to testify
today. Iregret that we were not able to hear from the secondary
market, which provides the investment capital for 84 percent of
all loans on primary residences. This is especially regrettable
considering that we are hearing from the National Association of

Consumer Bankruptcy Attorneys for a second time.

If we hold any future hearing on this subject I hope we will
follow the lead of Chairman Frank in the Financial Services
Committee and endeavor to invite representatives from all of the

effected interests to testify.

I ask unanimous consent that the written testimony of the
Securities Industry and Financial Markets Association be

submitted to the record, along with the written testimony of the
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American Bankers Association and the Financial Services
Roundtable. I also ask unanimous consent that the testimony of
Edward J. Kulik from a 1978 Senate Judiciary Committee
hearing on the primary residence exception be entered into the

record as well.
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Ms. SANCHEZ. And at this point, I am pleased to introduce the
witnesses for today’s hearing. Our first witness is William Brewer,
dJr., certified as a specialist in consumer bankruptcy law by the
North Carolina State Bar. Mr. Brewer has represented the debtors
in a series of cases in the Eastern District of North Carolina deal-
ing with the effect of purchasing money security interest in bank-
ruptcy cases. Mr. Brewer has been an NACBA member since 1993
and a NACBA director since 1997 and has served as an extremely
popular panelist at NACBA’s previous conventions.

Mr. Brewer served as a law clerk to Judge R.A. Hedrick of the
North Carolina Court of Appeals before beginning private practice
in 1977. I want to thank you and welcome you for your patience
and for being here today.

Our second witness is David Kittle. Mr. Kittle is chairman elect
of the Mortgage Bankers Association and president and chief exec-
utive officer of Principle Wholesale Lending, Inc., in Louisville, KY.
He started with American Fletcher Mortgage Company and became
a top loan originator before moving to management in 1986. In
1994, Mr. Kittle opened his own company, Associates Mortgage
Group, Inc., and sold it in January of 2006. We want to welcome
you here today.

He is the former chairman of MORPAC, MBA’s political action
committee, a former vice chairman of the MBA Residential Board
of Governors and is a member of MBA’s Advisory Committee. Mr.
Kittle is also a member of the Fannie Mae Advisory Council.

We already heard from our third witness Dr. Zandi a little out
of order.

Our final witness is Richard Levin, vice chair of the National
Bankruptcy Conference. Mr. Levin is a partner at Skadden Arps,
concentrating on corporate restructuring, insolvency and bank-
ruptcy issues. He was counsel to a House Judiciary Committee
Subcommittee and was one of the principal authors of the Bank-
ruptcy Code and the Bankruptcy Reform Act of 1978. I will note
that this is the second time that Mr. Levin has testified before this
Subcommittee during this congressional session. The first being
during the executive compensation hearing that we had.

And we welcome you back, Mr. Levin.

Mr. LEVIN. Thank you very much for having me back, Madam
Chair.

Ms. SANCHEZ. Not at all. Without objection, all of the witnesses’
written statements will be placed into the record in their entirety.
And we are going to ask that you please limit your oral remarks
to 5 minutes. We have a lighting system that starts with a green
light. At 4 minutes, it will turn yellow to remind you that you have
about a minute left in your testimony. And when the light turns
red, we will ask you to summarize your final thoughts so that we
may hear from all of our panelists. After each witness has pre-
sented his or her testimony, Subcommittee Members will be per-
mitted to ask questions subject to the 5-minute limit.

With everybody understanding the rules, I will invite Mr. Brewer
to please begin his testimony.

Can you please hit your microphone? Okay. I might recommend
you try the other microphone. Your microphone doesn’t appear to
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be working. And we will reset your time. All right. Is it working?
None of the microphones are working. Okay.

We are going to pause for just a moment to see if we can get the
microphones working.

Mr. CANNON. Madam Chair, while we are paused, may I ask
unanimous consent to introduce several items into the record?

Ms. SANCHEZ. Of course.

Mr. CANNON. The first is a statement by Representative Steve
Chabot. The second is a Securities Industry and Financial Markets
Association statement and the third is a testimony or statement
from Financial Services Roundtable, also a statement from the
American Bankers Association and a statement of Edward J.
Kulik, that is K-U-L-I-K—before a 1978 Senate Judiciary Com-
mittee hearing on bankruptcy.

[The information referred to follows:]
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PREPARED STATEMENT OF THE HONORABLE STEVE CHABOT, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF OHIO

Statement of Congressman Steve Chabot
Hearing on Straightening Qut the Mortgage Mess: How can we Protect Our Home
Ownership and Provide Relief to Consumers in Financial Distress
October 30, 2007

Madame Chairwoman, I would like to reiterate my thanks
to you for agreeing to hold another hearing focusing on the
subprime lending industry and the impact of certain subprime
mortgages on homeowners. | appreciate your willingness to
continue examining the events that caused the lending crisis
before moving forward with legislation. I believe that this
Committee and Congress must act very carefully to ensure that
whatever remedy, if any, that moves forward out of this

Committee does not do more harm than good.

I believe this hearing is particularly important since not a
day goes by without a news report on the mortgage lending

crisis and the impact that certain subprime loans have had on
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borrowers. These reports link lax, predatory, or other
substandard lending practices to the increased number of
delinquent mortgages and foreclosure filings over the last
several years. In fact, analysts predict that the lending practices
that were adhered to between 2001- 2005 will continue to
impact the number of delinquent mortgage payments and
foreclosures starts over the next several years, which could be
especially devastating to subprime borrowers, if housing prices

continue to fall.

In fact, statistics released by the Senate Joint Economic
Committee indicate that there are more than 3 million
outstanding nonprime loans that are vulnerable to foreclosure in
the next few years. If these statistics are accurate, these
foreclosures have the potential to directly diminish property

values by more than $71 billion, in addition to $32 billion in
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spillover wealth, as neighborhood property values will most

likely fall victim to these weak lending practices.

In my own state of Ohio, which leads the nation in the rate
of foreclosure inventories and ranks second in the nation in the
rate of foreclosure starts, there are more than 293,000
outstanding subprime loans. Of these outstanding loans, experts
anticipate that more than 82,000 will be the subject of
foreclosure, costing property owners in Ohio more than $3.6

billion in lost wealth.

While a number of legislative remedies have been proposed
to address and oversee future lending practices administered by
the financial industry, there are a number of individuals who
have been victimized by these predatory practices who may have

no recourse other than to file for bankruptcy.
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I know that many in the industry are reluctant for Congress
to revisit Chapter 13, particularly since many of the bipartisan
reforms made in 2005 are just now taking hold. As a leader of
that reform effort, [ can understand their concern. The reforms
that were enacted were a long time in the making -- especially
those that ensure that bankruptcy protections are available only

to those individuals who truly needed it.

Yet, we have a unique set of circumstances before us today,
circumstances that do not require Congress to alter these
reforms. There is a narrow remedy available under Chapter 13
that, with the help of Congress, could assist victims of
predatory lending practices who find themselves facing
foreclosure. H.R. 3778, the HOMES Act, which I introduced on
October 9, 2007, would authorize a bankruptcy court to modify

the principal amount of a mortgage to the fair market value for
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those borrowers who can prove that they meet certain eligibility
criteria. However, the remedy provided by H.R. 3778 is not
open ended. It is available for seven years, an adequate period
of time to allow those subprime borrowers who find themselves

in dire situations to avail themselves of the remedy.

This hearing is critical to determining whether the limited
changes proposed by H.R. 3778, or H.R. 3609, the Emergency
Home Ownership and Mortgage Equity Protection Act of 2007,
which was introduced by Representative Miller and
Chairwoman Sanchez, would give those who have been
victimized by the industry the relief they need, while at same
time safeguarding against any unintended consequences that
may harm the lending industry and the cost of obtaining future

mortgages.
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I look forward to hearing from our panel of experts on this
issue. Again, I thank Chairwoman Sanchez and Ranking

Member Cannon for holding this hearing.
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PREPARED STATEMENT OF THE SECURITIES INDUSTRY AND
FINANCIAL MARKETS ASSOCIATION (SIFMA)

Testimony of SIFMA
before the
House Judiciary Subcommittee on
Commercial and Administrative Law

Hearing on Straightening Out the Mortgage Mess:
How Can we Protect Home Ownership and Provide Relicf to Consumers in Financial
Distress? — Part IT

Tuesday, October 30, 2007

The Securities Industry and Financial Markets Association (SIFMA)' and the
American Securitization Forum (“ASF”)” are pleased to submit this testimony on Section
3 of H.R. 3609, the “Emergency Home Ownership and Mortgage Equity Protection Act
of 2007,” (the “Bill”).

The Bill proposes to eliminate the nearly three decades of protection that the
Bankruptcy Code (the “Code™) has afforded to primary home mortgage lenders.’
Specifically, the bill would permit debtors in Chapter 13 bankruptcy to “strip down™ liens
secured by the debtor’s principal residence.* As a result, lenders would only be entitled
to receive the value of the secured property, as opposed to the full amount of the debt
owed.

The Bill is inconsistent with the intended purpose of the Code to promote
homeownership through lower interest rates by protecting home mortgages as securcd
debt. The bill would undermine the over six and one-half trillion dollar secondary

! The Securities Industry and Financial Markets Association brings together Lhe shared interests of more
than 650 securities firtms, banks and asset managers locally and globaily through offices in New Yark,
Washington D.C., and London. Its associated firm, the Asia Securities Industry and Financial Markets
Association, is based in Hong Kong. SIFMA's mission is to champion policies and practices that benefit
investors and issuers, expand and perfect global capital markets, and fester the development of new
products and scrvices. Fundamental to achieving this mission is eaming, inspiring and upholding the
public’s trust in the industry and the markets. (More information about SIFMA is available at
http://www.sifma.org.)

2 The American Securitization Forum is a broadly-based professional lorum througlt which participants in
the U.S. seouritization market express their commeon interests on important legal, regulatory and market
practice issues. ASF’s membership - over 350 crganizations in all — includes securitization issuers,
investors, servicers, financial intermediaries, trustees, rating agencies, legal and accounting firms, and other
securitization market participants. ASF is an adjunct forum of SIFMA. (Additional information about the
ASF, its memmbers and activities is available at www.americansecuritization.com.)

3 See 11 U.S.C. §1322(b)(2) (enacted as part of the Bankruptcy Act of 1978).
4 The term “strip down” refers to the ability ol'a mortgagor to compel a mortgagee to relinquish its licn

upon receipt of payment equal to the value of the property, as apposed to the full amount of the debt.
Dewsnup v. Timm, 112 S.Ct. 773, 779 (1992).
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mortgage market which provides valuable liquidity to our economy by linking mortgage
originators with the global capital markets.

In 1978 Congress crafted an exemption for mortgages on primary residences from
modification during Chapter 13 bankruptcy proceedings to encourage homeownership, to
discourage home owners from rushing to file bankruptcy, and to ensure an availability of
capital in the mortgage markets. Supreme Court Justice John Paul Stevens affirmed the
intent of Congress in his concurring statement in Nobelman v. American Savings Bank,
113 8. Ct. 2106 (1993), stating “At first blush it seems somewhat strange that the
Bankruptcy Code should provide less protection to an individual’s interest in retaining
possession of his or her home than of ofher assets. The anomaly is, however, explained
by the legislative history indicating that favorable treatment of residential mortgagees
was intended to encourage the flow of capital into the home lending market.” The cram
down provision in H.R. 3609 would negate this long-standing principle.

Befere altering mortgage lenders’ contractual rights and taking action that would
negatively affect the primary and secondary mortgage markets, Congress should ensure
that the benefits of the action outweigh its cost, and also that the action is targeted at the
root cause of the problem, While it is true that nationally the aggregate numbers of
foreclosures are at record highs, the spike appears to be duc in large part to a general
decline in the real estate market, combined with increased investor speculation, and
regional downturns in the employment market.” Mortgage lending is, by its nature, a
long term, cyclical industry, and stability in the manner of risk assessment, underwriting
and contractual relations is critical for the industry to survive the troughs. A political
response that would undermine thirty years of practice in the mortgage lending industry,
as well as the stability of the financial markets that rely upon the packaging of mortgages
for liquidity, should not be undertaken lightly. There are significant long term
consequences for all borrowers from the hoped for “benefit” to a small set of subprime
borrowers who may end up in bankruptcy because of the terms of their mortgage loans.
This is especially true since many of these borrowers debts can be reworked outside
bankruptcy.

If, pursuant to the Bill, bankruptcy judges could modify the terms of a loan on a
homeowner’s principal residence, it would likely reduce the availability of mortgage
credit for the very borrowers who need this credit most in order to refinance, result in

® For the first quarter of 2007, the aggregate numbess of foreclosure increases were mostly attributable to
four states: California, Florida, Ncvada and Arizona, But for these states, foreclosure starts would have
actually declined nationwide (including those on subprime ARMs). Twenty four states saw a decline in
foreclosure starts, while the rest saw negligible increases. In the above four states, foreclosures were
impacted by speculators walking away from propertics after a declin in the market which impacted their
ability to flip the property before the reset in their adjustable-rate mortgages. It is clear that §1322(b)(2)
does not apply to such investment activity. The other major influence on foreclosures were the states of
Ohie, Michigan and Indiana, which have suffered large declines in manufacturing cmployment, and
account for 19.9% of the nationwide foreclosures. The problems extend across all loans types: Subprime
ARM delinquencies are twice the national rate and prime fixed-rate loans are three times higher than the
national rate. See htip://wwy.mortgagebankers.org/NewsandMedia/PressCenter/55132.htmn,
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higher interest rates and costs for all home buyers, and may cause disruption in the
financial markets because of the uncertainty it would introduce.

Barks and other lenders pool and sell mortgage debt into mortgage backed
securities (MBS) to investors through securitization. Securitization allows lenders to
move loans off of their balance sheets, thus freeing up capital for further lending. Home
mortgage credit has become more widely available at a lower cost because of
securitization and the secondary mortgage market. Homeownership rates have increased
to nearly 70 percent, duc in part to the increascd financing provided to lenders by the
secondary market for mortgage debt.

Investors gauge the safety of mortgage-backed securities by the predictability of
the cash flows on the underlying pools of mortgages. There are a variety of fuctors that
can introduce risks into the predictability of those cash flows, and each of those factors is
a source of risk for MBS investors. For example, most mortgage loans allow the
borrower to prepay their loan at any time without penalty. Or, borrowers can default on
their loans, which can affect both the timing of cash flows and the overall repayment of
principal, The risks faced by MBS investors are reflected in borrowing rates for home
buyers. The more risk of uncertainty for investors, the higher the borrowing costs for
home owners.

By introducing a new source of risk for MBS investors—the risk that a
bankruptcy court could reduce the secured balance of a mortgage loan—this legislation
raises significant concerns for investors in MBS. If investors cannot be sure of the
principal amount of a contract backing a security, those investors cannot estimate the
value of the security. Such uncertainty would likely cause market participants, including
MBS investors, lo “reprice” the risk associated with their MBS investments at higher
yields—interest rates—to compensate for this additional risk. Higher yields for MBS
investors translates into higher borrowing costs for home buyers. While this risk would
prevail for all mortgage borrowers, the effect would be particularly pronounced for those
borrowers who are perceived to pose the greatest risk for entcring bankruptcy during the
life of their mortgage. In the context of the current downturn in the subprime mortgage
market, high-risk borrowers have already suffered significantly and many are having
extreme difficulty refinancing out of subprime loans made during the height of the real
estate boom. This bill would make it even more difficult and expensive for those
borrowers to obtain new financing,

An example of what may occur if this bill is passed may be found in the market
for mortgages on second homes and vacation properties. Unlike mortgages on primary
residences, mortgages on second homes and investment properties can be modified in
bankruptcy court. As a result, mortgages on second homes and investment properties
generally require greater down payments and have higher interest rates than others. The
difference in rates is generally on the order of 1-2 percentage points. 1f the Code was
amended to treat mortgages on primary residences like mortgages on second homes and
investment properties, one would expect that lenders and investors would require higher
down-payments or additional mortgage insurance coverage for not only subprime
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mortgages, but a/f primary residence mortgages, including prime mortgages, and charge
higher interest rates for those loans. This result naturally follows because a borrower’s
credit would have less bearing on the lender’s decision to extend credit than would the
value of the asset (the primary residence). The greater down-payments required and
higher interest rates charged by lenders could exclude some home buyers from qualifying
for a mortgage.

Moreover, only approximately nine percent of second home mortgage
originations are securitized.® By comparison, roughly eighty-four percent of primary
home mortgage originations are securitized.” If the Bill were adopted, it could reduce the
ability of mortgage originators to securitize loans on principal residences, again making
those loans less available and more expensive.

Finally, to the cxtent the Bill incents consumers to file for bankruptcy in order to
reduce the balance of their outstanding mortgages, the Bill may also encourage
consumers to recast all of their debts, not just those relating to their homes. Were this to
oceur, bankruptey-related losses could be expected to increase on all asset types
including, for cxample, credit cards and auto loans.

In sum, the Bill introduces a signiticant degree of uncertainty to the process of
valuing the collateral that supports mortgage-backed securities, as well as potential delay
to lenders in accessing proceeds trom loans of Chapter 13 debtors. These uncertainties
generate risks that would operate as a significant drag on the availability, pricing and
efficiency of mortgage credit and the secondary mortgage markets. This result would not
serve the best interests of consumers, lenders, investors or the U.S. capital markets and
would be particularly harmful o those borrowers most negatively affected by the
subprime downturn.

In the end, the Bill would do more harm than good, even for those it is designed
to help, subprime borrowers. Instead of policies that would shrink mortgage lending
during such a particularly soft period in real estate lending, Congress should explore
other alternatives to help subprime borrowers in need. For example, industry participants
arc collaborating in new ways to create comprehensive education efforts. Specifically,
lenders and servicers are reaching out to troubled homeowners, and assisting borrowers
through community programs such as NeighborWorks® America, HOPE NOW and &88-
995-HOPE. Many lenders have also increased other loss mitigation efforts including
loan modifications, enhanced counseling programs and increased staffing to assist
borrowers.

& Second mortgages include home-equity lines of credit and closed-end sevonds; some second mortgages

are also securitized in subprime and other MBS products. “Securitization Rate Slips in Second Quarter
Despite Lag in Nonprime MBS Pracess,” Inside MBS & ABS (September 7, 2007).

? Primary mortgages include subprime, prime jumbo, conforming, and FHA/VA in the first half of 2007.
Inside MBS & ABS (September 7, 2007)
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Given the current conditions in the morigage market—lenders tightening credit
standards, or lenders going out of business entirely—it is already becoming difficult for
some borrowers to access mortgage credit. Amending the bankruptey code will only
serve to cxacerbate this problem. This bill will have the unintended consequence of
harming those whem it intends to help—betrowers who are currently struggling to repay
their mortgage.

As the Subcommittee continucs to cxplore appropriate solutions to assist troubled
borrowers and homeowners, we look forward to working with you.



37

PREPARED STATEMENT OF STEVE BARTLETT, ON BEHALF OF THE
FINANCIAL SERVICES ROUNDTABLE

STATEMENT OF STEVE BARTLETT
ON BEHALF OF THE FINANCIAL SERVICES ROUNDTABLE

This hearing is about whether Congress will empower bankrupicy judges o re—“ﬁte
home mortgages, after the fact. Such an action would not help homeowners. Giving judges such
sweeping, unchecked power will only make mortgages more risky and therefore more expensive.
Those with less than perfect credit would be priced out of homeowncrship, and cven those with
perlect credil would pay higher rates.

Chapter 13 as it currently stands is an effective government program. One prominent
bankruptey lawyer argues on his website that Chapter 13 is effective at staving off forcclosure
for 97% of all cases. And since the 2005 reform law, the percentage of Chapter 13 cases has
jumped to around 35-40% of all consumer cases. And a February, 2007 study financially
supported by the Federal Reserve Bank of Philadelphia notes that 80% of Chapter 13 filers have
a plan confinmed by & judge, even though some portion of these debtors wil not complete the
plan for one reason or ancther.

Radical, risky reforms to Chapter 13 will have the effect of increasing risk for lenders to
an unacceptably high level Section 3 of the HR 3609 would authorize bankruptcy judges to
unilaterally reduce the loan amount of any mortgage and convert part of the mortgage to an
unsecured status. It is important to note that this applies to all mortgages, even prime, fixed-rate
loans that are fully current. This will force mortgage lenders to charge much higher interest ratcs
for all types of mortgage loans. This will dry up credit for many Americans who may not be able
to afford these higher rates.

If courts can simply reduce the value of collateral, a mortgage loan can effectively
become unsecured and lenders will offer interest rates that more closely resemble the much

higher interest rates for unsecured loans. Such greatly increased costs will fall hardest on lower
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income borrowers seeking to purchase a home. And these increased costs will make it hard for
young families to afford a first home.

Similarly, it would be highly unwise for Congress to give bankruptcy judges unlimited
diserction to effectively re-amortize loans. Scction 4 of HR 3609 coutd do just that by strctching
payments lo mortgage lenders over an even longer petiod of lime. As with converting secured
debt to unsecured debt, this proposal would increase risks, chill the secondary market and result
in fewer mortgages and higher interest rates. Again, low and middle income Americans would
be the big losers in this scenario.

In the short term, there is a real possibility that the voluntary work-out programs
currently being used and expanded could be disrupted if Chapter 13 were modified to give
bankruptcy judges unlimited discretion to modify loans. After all, if a borrower — any borrower,
even a solvent borrower who is current on a prime and fixed-rate loan -- can simply file for
bankruptcy and a judge could re-write almost all aspects of the loan — as HR 3609 proposes to
do — there is a greatly reduced incentive to work things out with a lender.

Finally, I am truly mystified by the idea that Congress would exempt hemeowners from
counseling as a pre-condition for filing bankruptcy. Counseling can help save homes. It us
therefore counterintuitive to remove the counseling requirement for homeowners as Section 5 of
HR 3609 would do. I urge the Subcommittee not to deprive homeowners of the financial
training and education that comes with high quality counseling,

HR 3609 is flawed proposal that will harm innocent investors. As we all know, the
secondary market is a crucial source of liquidity, permitting mortgage lenders access to funds to
make new loans to more Americans pursuing the dream of homeownership. Bankruptcy law

revisions musi nod have the effect, even if unintended, of reducing liquidity that flows from the
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secondary market. Mortgages are now routinely pooled und sold to third party buyers who rely
on the income stream from borrowers. This has provided for the regeneration of capital to
permit lenders to make additional mortgage loans to even more aspiring hemeowners. Because
of the secondary markets, the capital markets have been making a much larger pool of capital for
home mortgages. But if enacted, HR 3609 could have a de-slabilizing effect on the morlgage
markets and punish innocent investors who purchased mortgage-backed securities in good faith..

The Roundtable, through its Housing Policy Council which represents over 65 percent of
originated mortgages in the United States, has not been sitting idly by as some borrowers have
begun to face difficulties. We have been working to develop proactive strategies te prevent
foreclosures. We believe that no one wins from a foreclosure.

Because Roundlable member companics, and all responsible lenders, want customers to
be successful, major national lenders and servicers are actively working to contact their
borrowers, particularly those facing adjustable rate mortgage resets. In addition, we are helping
our customers through a national partnership with Neighbor¥ orks® America and the
Homeownership Preservation Foundation. It is estimated that about 50 percent of homeowners
facing foreclosure never contact their lender. Our members are trying to overcome that
chailenge through active efforts to reach out to their borrowers. Gur members are aggressively
adopting new programs and products to address the specific difficulties subprime borrowers may
have, with a particular focus on those with adjustable rate mortgages in this challenging interest
rate environment and the slowing housing market. In 2006, over 48,000 homeowners called the
HOPE Hotline while in 2007, counselors have already fielded over 80,000 calls from at-risk
homeowners, with almost 40,000 of those completing counseling. The average daily call volume

in August was 1600. Nearly half of those counseled have aveided foreclosure either through a
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loan madification or pre-foreclosure home sale. That is, over 120,000 Americans have had the
opportunity for free counseling and about 60,000 borrowers have been able to stop a foreclosure.
Thus, while a backwards looking study might not capture a true picture of how lenders and
servicers are frying to help borrowers today.

1 hope all that | have described dispels the misperception that lenders actually want to
foreclose. The exact opposite is true; responsible lenders wish to avoid foreclosure. Foreclosure
is a losing proposition for all parties: the borrower, the neighborhood, and the lender. Lenders
lose money in a foreclosure and they also lose a customer; responsible lenders want customers
for life who can benefit from other services and products they offer.

Chapter 13 has worked well at saving homes while preserving access to mortgage credit
and paying unsecured lenders after satisfying secured debt. HR 3609 is a step toward higher
interest rates and higher fees and lower rates of homeownership. We stand ready to discuss how
Congress might help in the face of the credit crunch, but we are compelled to oppose changes in

bankrupley law that undermine the very foundation of low-cost secured lending.
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Attachment A

HOMEOWNER'S HOPE

IR 1

The Homeowner’s HOPE™ Hotline is available:
e To any homeowner in America having trouble paying their mortgage
¢ Any time — 24 hours a day, 7 days a week

888-995-HOPE offers:
« Absolutely free foreclosure prevention counseling by expert counselors at HUD-
approved agencies.

‘When a constituent calls 888-995-HOPE:
¢ Service begins immediately—the counselors themselves answer the phone
« Homeowners can get budgeting help, a written financial plan, and assistance contacting
their lender when appropriate
s Ifthey’d like face-to-face counseling, they are referred to their local NeighborW: orks®
agency or other local resources
o Ifthey need additional services, homeowners may be referred to agencies in their area

The details:

The Homeowner's HOPE Hotline (888-995-HOPE) is provided free of charge by the
Homeownership Preservation Foundation, a nonprofit dedicated to preserving homeownership.
The Foundation partners with local governments, nonprofits, borrowers, and mortgage
lenders/servicers to deliver innovative homeownership preservation solutions.

In 2006, over 48,000 homeowners called the HOPE Hotline. Tn 2007, HPF has fielded over
60,000 calls from at-risk homeowners. Nearly half of those counseled have avoided foreclosure
by working out new loan terms or by selling their home. Currently call volume is increasing by
25% every 6-8 weeks. Callers tend to be female, married, with children, mid to lower income.

In-person counseling is provided by over 230 NeighborWorks® organizations, located around
the country in all 50 states, Puerto Rice and the District of Columbia. NeéghborWorks‘m
organizations are chartered by NeighborWorks® America, a national nonprofit created by
Congress to provide financial support, technical assistance, and training for community-based
revitalization efforts.

National Supporters of this effort include: American General Financial Services, a member of
AIG, Inc., Bank of America, Barrett Burke, LLP, Citigroup, Countrywide Home Loans, EMC
Mortgage, Fannié Mae, Freddie Mac, GE Money, GMAC ResCap, Housing Policy Council,
HSBC- North America, JPMorgan Chase, LaSalle Barik, Mortgage Bankers Association,



42

National City Mortgage Co., Ocwen Loan Servicing, LLC, Option One Mortgage, State Farm
Insurance, SunTrust Banks, Inc., Washington Mutual and Wells Fargo Home Mortgage.

If yon need more information:

About 888-995-HOPE and HPF: visil: www.995hope.org
About in-person counscling: visit: www.nw.org/ForeclosureSolutions
Ad Council Campaign: visit: www.ForeclosureHelpAndHope.org

N ‘-”E VN HOUSNG  Nelahboiiarks:
20059507 [ @homeoungshp B Medbolihs
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Statement for the Record
on behalf of the
Amcrican Bankers Association
and
America’s Community Bankers
before the
Subcommittee on Comumetcial and Administrative Law
Committee on the Judiciary
United States House of Representatives

Ocrober 30, 2G07

The American Bankers Association and America’s Community Bankers appreciate the
apportunity to subinit 2 statement for the recaord on possible legislative changes to the bankruprey
codc, particularly as embodied in the Emergency Home Ownership and Mortgage Equity Protection
Act of 2007, HR. 3609. The American Bankers Association (ABA), which represents communiry,
regional and money center banks and holding companies, as well as savings associations, savings banks

and trust companies, is the nation’s largest banking rrade association.

Upon completion of its merger with America’s Communiry Bankers (ACB) at the end of
November, ABA will represent 95 percent of the industry’s $11.5 teillion in asscts, and it will speak for
the vast majority of the industey’s 2 million employees. At the same time, 83 percent of the new ABA’s

members will be comumnunity banks with less than $500 million in assets.

There is no question that our country is going throuph a very difficult time as many
homeowners struggle to meet their monthly mortgage payments, Changes to the bankruptey code,
while well-intentioned, are not an effective means to deal with the cusrent simation, nor are they likely
to prevent problems from repeating themselves in the future. In fact, the proposed changes are likely
to raise the costs of a2 mortgage loan for every borrower, thus hurting the very market that Congress

seeks to help,

AMERICAN BANKERS ASSOCIATION 1
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Many forces combined to create the problems we face today. After the dot-com bust, money
flowed into real estate, helping to fuel 2 boom in home prices. As home prices rose, non-traditional
mortgage products became quite popular as an avenue for real estate investment and homeownership.
1n many cases, individuals were putchasing homes with the intent of “flipping” themn — investing money
into upgrades and then hoping to sell quickly at a significant profit. Others purchased houses as mere
investment properties with the intent of renting them out to others and then selling once the property
had appreciated. In other cases, loans were being made to fitst-time homebuyers who may not have
fully appreciated or understood the terms of their loan agreement. Sell others were simply casyhing~out
their equity by rc-financing, With the frenzy that ensued, sound underwriting practices were often
sacrificed — primarily by non-bank originators — for itnmediate gains. In states where economic
difficulties were already placing heavy finandial stress on both consumers and businesses, the problems

in the mortgage sector have had a particularly severe impact.

The fallout of the mottgage markets has been very troubling to the banking industry — an
industry filled with institutions that have existed for decades and are commirted to serving our
communities for many more decades to come. The vast majority of banks were making basic mortgage
loans that were underwritten on the basis of borrowers” ability to repay and with adequate
documentation, We agree with Congressman Barney Frank, Chaitman of the House Financial Service
Committee, when he said: “Reasonable regulation of martgages by the bank and credit union regularors
allowed the market to function in an efficient and constructive way, while mortgages made and sold in
the unregulated sccror led to the crisis.”™' It has been the actinns of loosely-regulated non-bank lenders,
with lirtle stake in the subsequent performance of the loans that they have made, that have caused
much of the damage for consutners and for the industry.  Tn fact, many banks tried to warn local

consumers against “toxic” types of loans, only to watch as those consumets went down the road and

! Beston Globe, Sepreriber 14, 2007.

AMERICAN BANKERS ASSOCIATION 2
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took on obligations they did not understand and apparently could not resist — largely from non-bank

mottgage otiginatots.

Fortunately, banks are coming forward as patt of the solution to the cutrent challenges.
Banks are well capiralized and are in a position to step in to refinance loans to help borrowers avoid
foreclosure. At the same time, bankers are increasing their originations of new mortgages for buyers

who want to purchase houses today. Both efforts are crucial to help keep our economy growing.

If HL.R. 3609 becomes law, it will Jead to too much uncertainty and raise costs for all mortgage
loans. Banks will not know the value of their collateral and, in order to manage their risks prudendy,
will be forced to pull back from making some mortgage loans. Simply put, this is no time to change the
rules on the way collateral is handled. Banks ate in a position to help, but cannot do so effectively if
uncerrainty is injected into the rules. The ABA and ACB strongly oppose the changes in the

bankruptey code that are being contemplated in FHLR. 3609.
In our staternent, we emphasize three key points:

¥ H.R. 3609 will make it harder and more costly for consumers to obtain
mortgages, which is exactly the opposite of what the mortgage matket needs

now.

¥ H.R. 3609 will encourage more bankruptcies and discourage borrowers from

addressing problems early and working with lenders to facilitate a resolution.

» H.R. 3609 will eliminate required credit counseling which has helped reduce
bankruptcy filings, facilitated wotkouts, and improved borrowers financial

practices that benefit them now and in the future.

AMERICAN BANKERS ASSOCIATION 3
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L. H.R. 3609 Will Make it Harder and More Costly for Consumers to Obtain
Motrtgages

At the heart of the bill are provisions that would allow bankruptcy judges to alter the tetms of
mortgage agreements. If enacted, H.R. 3609 would allow judges to cramdown a portion of the
outstanding mortgage balance on a primary residence, thereby converting it from secuted to unsecured
debt. The bill would also allow judges to modify other mortgage terms such as the applicable interest
tate and repayment petiod. These provisions will creare new lending risks that will certainly raise the
costs to lenders for making any mortgage loan and inevitably lead to higher mortgage interest rates and
fewer loans made 1o all borrowers, The impact s likely to be felt most strongly by higher-risk, but
creditworthy, borrowers and may mean the difference between owning a home and continuing to pay

tent to 2 landlord,
The interest rate that bank’s set for a mortgage loan depends on several factots, including:

» The creditworthiness of the borrower (the ability and likelihood that the borrower will
repay the debt);

» The collateral backing the loan (which the borrower pledges in the event of default);

» The costs of administering the loan {e.g., monitoting, servicing, legal actions,

foteclosute, and the ability to take control and sell the collateral to recoup some of the

losses on the loan); and
»  The cost of funding the loan (e.g., deposit and secondary market funding).

Lxcept for creditworthiness, all of these factors will be adversely affected by the proposal and will lead
to higher interest ratcs and reduced credit availability. While we appreciate that the bill applies only to

the primary residence, lenders already typically charge a higher interest rave and require a larger

AMERICAN BANKERS ASSOCIATION 4
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downpayment for second homes — which can be crammed down in g bankruptcy under cutrent law.

‘This ts another indication of the porential consequences on first homes should the bill be enacred.

Value of Collateral is Diminished: The difference hetween interest rates on unsecured
versus secured loans is substantial. “I'he reason is simple: the expected loss once a default occuss is
much greater for an unsecured loan than for a secured loan where the sale of the collateral can offset a
portion of the loss to the lender. One need only look at the difference in interest rates on credit cards
(which are unsecured) versus aulo or mortgage loans. Thus, bomrowers benefit significantly from
pledging the collateral, and they also have more incentive to make the payments as they do not want to

tisk losing that collateral.

The changes proposed in H.R. 3609 make the underlying collateral less valuable and raise the
expected loss on all mortgages for everylender. The unpredictability regarding how loan tettns might
change — whether it be a cramdown in value, or a change in the interest rate or other term of the loan —
makes valuing the benefit of the collateral practically impossible. Slight changes in any of these terms
can significantly affect the potential to recoup losses in the event the borrower declares bankruptey.
Lenders simply cannot predict at the time the loan is originated what changes in terms a judge may later
impose. Therefore, because the value of the collateral is less certain, the interest rate reduction
borrowers enjoy from pledging che asset will be less and the interest rate paid on the mortgage will be

higher.

Ability to Control the Coll: [ Will be Impaired: The ability to control the collateral

pledged by the borrower and sell it to recover some of the losses is a critical component of secured
lending. Without it, the collateral has little valuc and the loan will get priced more like an unsecured
loan. The bill would make it more difficult for the lender (or the claim holder if the loan is sold in the
sccondary matket} to cxercise its contractual rights to modify the terms of the loan of to seize the

collateral, furthet taising the potental for loss and extending the dtme for any recovery, Once again, the

AMECRICAN BANEERS ASSOCIATION 5
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lender will raise interest rates to cover this uncertainty, require a larger down payment, and restrict

lending to mote creditworthy borrowers where the likelihoed of default is much less. This means thar
deserving individuals who would nort qualify for low-risk mortgages will find mortgage credit harder to
come by and at a much higher cost ~ taking either a bigger bite out of their income or making the loan

beyond their reach endrely.

Investors in the Secondary Morigage Matkets Will Demand Higher Returns: Another
important cost that helps to determine the interest rate on any mortgage loan is the cost of funding.
The low mortgage interest rates and broad availability of credit that chatacterize the U.S. mortgage
markets are atrributable to an active secondaty matket for mortgage-backed securities. Today, market
conditions have made investors wary of mottgage-backed sccuritics (particularly those that are not
backed by prime loans). Investors have become concerned about changes in the payments being made
on the underlying mortgages backing their investments. If H.R. 3609 wete to be enacted, it would
significantly add to the uncertainty abour the performance of and expected income stream from
mortgage loans. This will be particularly true of securities thar are supparted by pools of subprime

loans where the likelihood of default, by definition, is much greater than for prime loans.

Adding yet more uncertainty for investors alteady made nervous by the matket turmoil will
delay the return of these markets. Investors do not like uncertainty, This is especially true of those
with fiduciary responsibility to pension and insurance funds and othets with fow tisk tolerances.
Because the proposed change gives judges wide discretion to choose which mottgage tetms to adjust
and to what degree, and because this discretion is likely to be applicd in diffctent ways across the
country (and even differentdy within the same federal court), investots will nut be able to rely on
consistent treatment and will have difficulty assessing the true risk. As a tesult, they will cither not buy
the asset or will require 4 much highet return an their investment. This will make it far more difficult

to reestablish the stability and liquidity in the mortgage-backed securitics sector that are essential to

AMERICAN BANKERS ASSOCIATION 6
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testore the flow of funding for healthy housing and home building matkets. The higher returns
demanded by investors will translate into higher interest rates for borrowers. Larger downpayment are
likely to be required, which affects first-time homebuyers patticularly. "Lhe result for all borrowers is
higher costs of homeownership. For the economy, it adds further delay to the recovery of the housing

sector, one of the most important components of national economic growth,

Simply put, all of these changes will add significantly to the tisk and costs that a lender faces
when making any loan. To cover this risk, the interest rare charged will cerrainly increase and the
willingness to lend to higher-risk, bur creditworthy borrowers will decrease. Moteover, since any lender
will not know what loans will end up in the bankruptey process, the rate of interest on alf mortgage
loans — both prime and subptime — will rise. This would impose a cost on all homeowners

Including the vast majority who meet their obligations and never file for bankruprcy.

Tt is also worth noting an asymmetry in the process. In a cramdown the creditor takes an
irrevocable loss. Once home values start to appteciate again, the borrower teaps a windfall, but the

creditor does not share in this gain,

Academic studies support the notion that cramdowns raise the cost of lending. For example,
Columbia University professor Charles Calamaris and Drexel University Professor Joseph Mason

concluded the following;

Cram-down makes defaulr more costy for the lender and less costly for the
borrower, But ultimatcly the losers from cram-down arc the borrowers, By
removing the disincentve to default, cram-down would substandally reduce — and
potentially eliminate — the gains that consumers reap from this form of lending,

Thete is concrete evidence of the adverse effects of imposing cram-down on
borrowing contracts. In response to increasing agricultural distress in 1978,
Congress instituted a temporary provision for morigage ctam-downs for family
farmers under Chapter 12 of the Bankruptey Act. Bankers confirm that Chapter 12
cram-down has indeed made lending 1o small farmers a substantally riskier
proposition, and they consequently have largely withdrawn funds from this business
line,

AMERICAN BANKERS ASSOCIATION
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The withdrawal of agricultural lenders took place when family farmers sorely

needed capital from all sources, Cram-down radically affects credit allocation and

does not supportt ordetly and efficient allucation of tesources in banktuptey. Cram-

downs significantly hurt mortgage lending in agricultute in the 1980’s. Cram-downs

for home mortgage debt would result in the same type of credit contraction

witnessed in the agricultural sector”

Moteover, in studying the impact of cramdowns for farm real estate in Chapter 12 bankruptey,

the United States Department of Agriculrure (USDA) estimated that cramdowns raise the interest rates
on farm real estate loans by 25 basis points to 100 basis points.” This means as much as a 10 percent

increase in the monthly morrgage payments just because of the uncertainty surrounding the collateral

value.

iI. H.R. 3609 Will Encourage More Bankrupicies and Discourage Borrowers

From Working With Lenders To Facilitate a Resolution

Foreclosure is a losing proposition for all parties. Consumers lose their home while lenders lose
moncy and their customers. For this reason, responsible lenders wanr to avoid the foreclosure process
whenever possible. The industry is already taking positive steps to reach out to troubled bortowers and
help them avoid foreclosure. Tndividual mattgage lenders and servicers are contacting customers who
are behind on thelr mortgage payments of who may be facing adjustable rate mottgage resets. Through
telephone calls, direct mail, e-tnail, and interactive web sites, these companics arc letting customners
know of the vatious options at their disposal for anticipating and managing the challenges that
accompany a mottgage tate reset. These options include affordable refinancing rerms and payment

plans that will allow botrowers to remain in their homes.

2 Calomiis, Chatles W'. and Mason, Joseph K., “High Loan-to-Value Mortgage Lending: Problem or Cure?” AEI Studies on
Financial Market Deregulation, 1999,
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Rather than helping to facilitate refinancing ot restructuring of mortgage loans to avoid
foreclosute, the proposed changes embodied in H.R. 3609 will have the opposite effect by encouraging
cven morc people to take the issue to the courts. In fact, the bill moves the entire bankruptey system
backwards and encourages debtots 10 use bankrupecy not as a last resort, but as a financial management

tool.

Bankruptcy provides a fresh start for those that truly need it. This was true before Congtess
enacted the Bankruptcy Abuse Prevention and Consumet Protection Act of 2005 (BAPCPA) and it
remaing true today. Recognizing that the bankruptey system had been providing billions of dollars of debt
relief without ever questioning whether filers truly needed relief or to what degtee, Conygress enacted
BAPCPA to help restore personal responsibility and integrity to the bankruptcy system. This legislation
implemented an objective income,/expense test designed to ensure that debtors (who earn more than the
median income in their state) who can sepay a portion of their debt should be required to do so.

BAPCPA also requires debtots to teceive credit counseling before they are determined to be eligible for
bankrupecy. The purpose behind this provision is to ensure that debtors understand the alternatives to
bankruptcy and the consequences of filing for bankruptey. Debtors that do eventually file for bankruptcy
are tequited 10 participate in a financial management coutse prior to receiving their discharge, thus helping

them avoid future financial difficultes.

In the nearly two years sincc BAPCPA became effective, average bankruptey filings have fallen
to roughly half of what they were prior (see chart on the next page). This is evidence that borrowers
ate, in fact, employing alternatives to bankruptey. 1t also indicates that debtors are reaching out to

lenders to try and negotiate workable repaytnent plans, Moreover, it suggests that debtors ate no

3 “Do farmers Need a Scparate Chapter in the Bankruptey Code?™ Luswes i Agriewinra! and Rural Finance, Unired States
Deparmment of Agriculture, Economic Research Service, October 1997,
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longer locking at the bankriptcy system as a financial planning tool and abusing the protections it
affords,

The lower aumbet of Pre- and Post-Bankruptcy Filing Rates

Filings
bankruptcy filings since the law in 000
700 - nnum::fimn
became effective also verifies the et
notion that many debtors who seek 5001
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BAPCPA, the share of Chapter 7 2004 2005 2006 2007

Source; Administrative Offics of the US. Courts

bankruptey filings relative to all

filings (in Chapter 13 and Chapter 7) has also declined considerably (scc chatt below). In the years
leading up to enactment of BAPCPA, the sharc of Chapter 7 filings was neatly 73 percent. Since
enactment of the new law, that share has fallen to just over 60 percent.

If the current bankruptcy law is

Effect of Bankruptcy Bill on Chapter 7 Filings
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planning tool rather than a tool of last
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resort. In fact, lawyets for debtors will aggressively advertise that they can significantly reduce
mottgage texms for bankruptey filers. Given that mortgages are the biggest asset for the vast majority
of dcbtors, the promise by lawyets to teduce borrowers’ housing payment obligations significantly while
still being able to remain in their homes will attract not just those who are troly in need of a fresh start,
but others also — including those that arc curtent on their mortgage and “investors” that were

attempting to flip houses and now want to be bailed out of a bad invesunent.

III. Credit Counseling is an Important Component of the Bankruptcy Process

Filing for bankruptcy remains an important avenue for debtors that truly need a fresh start.
However, many individuals stll do not fully realize that options ether than bankruptcy are available to
them — including working with lenders to find an appropriate payment plan on the debt. Many bankers
have (old us that prior ta the change in the bankroprcy law, the first ime they knew that a borrower
was having difficulty was when they reccived the bankruptcy notice. These banks did not have ample

oppurtunity to address this sitation and help the borrower avoid bankmprey.

The pre-filing counseling requirement has helped reduce the filings and facilitate workouts.
While it is too soon to fully know the impact of this requiremnent, the early indications are the
individuals, once they ate aware of options, choose a path other than bankraprey. In facr, the United
States Trustee office found that between October 2006 and June 2007, 14 percent of individuals that

completed the credit counseling requirement did not end up declaring bankmuprcy.

Credit counseling provides an important independent source of information for debtors about
the process and can confirm or deny the information provided to them by bankruptey lawyers (who
have a financial incentive to push the individual (o file rather than having the debtor work oul ancther

solution). Credir counsclors arc well versed in housing assistance that can help a borrower save his or

AMERICAN BANEERS ASSOCTATION 1"
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her home without filing bankruptcy. Many counselors are associated with 2 HUD-Approved Housing
Counseling Agency. Moreaver, to the extent that borrowers did not fully understand the terms of the
mortgage that they signed, credit counseling can be the first step in helping to educate them about
alternative mortgage options, ways to avoid taking on obligations beyond their means, and even to

discuss whether owning or renting is motc appropriate for their sitmation.

Thus, eliminating the credit counscling requirement would be against the interest of debtors and
lenders. Furthermore, the bankruptcy code (Section 109) already allows judges to waive this requirement
for “exigent circumstances” where the debtor has sought counscling from an approved non-profit
counseling agency but was unable to receive such assistance within five days. Moreover, there is ample

time between the initiation and conclusinn of a foreclosure action to reeeive the required counseling.

Conclusion

Lenders are currently working to help individuals that are experencing difficulties mecting their
mortgage payments, ot will have difficultics when their adjustable mortgages reset to higher interest rates.
However, should this bill be enacted, it will be nuch more difficult to work with borrowers to do this and
it will make it harder for people to obtain new loans or to refinance their existing mortgages. Interest rates

will be higher and underwriting will be tightened, making it difficult to qualify for new loans,

While we appreciate the desire of the Committee to find helpful solutions for homeowners that
are having difficulty meeting their mortgage payments, the proposed changes in the bankruprey law will
make it more difficult for those homeowners in financial distress or facing higher interest rates to
refinance — just the oppositc of what is needed in today’s market. For other botrowers, H.R. 3602 will
end up increzsing the cost of obtaining 1 mortgage loan and reducing the availability of mortgage credit —

particularly to those with Jower incomes, weaker credit and smaller downpayments.

AMERICAN BANKERS ASSOCTATION 12
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Rather than introduce tremendous new uncertainty into the mortgage markets by eroding the
value of collateral in the bankniptey process, Congress should instead work to bring non-bank 1ﬁortga,ge
lenders up to the standards already in place for the banking industry. The ABA and ACB — and all our
metnber banks — want to be part of the solution and we stand ready to work with this Committee to effect

positive change.

AMERICAN BANKERS ASSOCIATION 1
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-chandise or service. They should be given some additional T :

in bankruptey. S &Y P Ot%t.l?n

gVe ask that Eherie provisions bekena:i:ted int%;) i&a\jtf o '
thank you for letting me speak.today on be of Mr, L

of the State of Wisoansin, * follege

Senator DuConcinr. We thank you very much for your testimgy,
and your statements. We appreciate the interest of the N atiomyl
Association of Attorneys General. I am aware of the consuraer frang
routes and: protection agencies that your offices command.

. I'wish you would please extend my thanks to your attorneys geners]
for taking the time ini having {ou coms to make these Presentationg
today and also speaking for the entire National Associaiion of At
‘torneys General. : ' : ‘

We have attempted to reach out to have consumer groups testify
in support or opposition, as the case may be. You were one of the fow
groups tlint responded in coming to us. We received no answers from
some-of the other groups. We appreciate your presénce.. We aPpreci-
ate your (}autting forth the time and your suggestions will be highly
considered, - S o :

We thank you very imiich. ] :

Our next group of witnesses.are representing the. Independent
‘Bankers Association of Americs ; the Mortgage Bankers Association of
Americg; the- Natiohal Association of Mutnal Savings Banks; the Na-
tional Association of Real Estate Investment Trusts, Ine.; and the
United States League of Savings Associations. . ‘

- Mr. Kulik; -we welcome you. : .o

STATEMENT OF EDWARD J. KULIK, SENIOR. VICE PRESIDENT,

* REAL ESTATE, DIVISION, MASSACHUSETTS MUTUAL LIFE INSUR.

* .ANCE 00., ACCOMPANIED BY ROBERT E. O’MALLEY; ATTORNEY,
‘COVINGTON & BURLING IR _

Mz. Kurtg. Thank you, Mr. Chsirman;
- .My name-is-Edward J. Kulik, I am .sénior vige. president, real
Jestate division, of the Massachusetts’ Mutual Life Insurance Co.
.- L'appear before you today on behslf of: The Independent Bankers
Association of Americs; The Morigage Bankers Association of America;
The National Association of Mutual Savings Banks; The National
Association of Real Estate Investment Trusts; and The United States
Leagus of Savings Associations. = =~ - - "

.. Appearihg with me'is Mr. Robert E. O’Malléy of the law firm of
Covington & Burling of Washington, D.CL. ~ ~ ~ © .
- ., We appreciate the opportunity to testify regarding comprehensive
‘zevision of the Federal l?ank:tuptcy'lam_, 85 proposed in S. 2266 and
HLR. 8200, We are particulsrly interested in the impact of any pro-

posed revisions“on the secured real estate lender. 7 .
° I should like to malée clear at the outset that I am not an expert in
the field of bankruptcy-a6d I shall not attempt s detailed technical
~discussion of the varipus issiies Before your commnittee.

.- However, 1 do have 19 years expericnce ini secured res] estate trans-
- _getions and I am very familiar with the effech of banlauptey Iaw and

. decisions on the resl estate and mortgage lending industries:
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behalf of the various associations for which I am appearing
‘1 should like ‘to request an opportunity for each of them tofile
t,ecbﬂica’]- statements addressing various rovisions and aspects of the
00 ills a4 & later time for inclusion in the hearing record. - .
Senator DECowncrnt. Without objection, so ordered.
[The prepered statement of Edward EKulik follows:]

tfédayr

PREPARED STATEMENT OF Epwarp J. EuLik

Mr, Chairman, my name is Edward J. Xulik, I am Senior Vice President, Real
Fstate Division, of the Massachusetts Mutusl Life Insurance Company. I appear
pefore you today on biehalf of: The Independent Bankers Assooiation of America;
The Mortgage Bankers Association of America; The Nafional Association of
Mutusl Saviogs Banks; The National Association of Real Estate Investment
TFrust; and the .]L)'mted_States League of Savings Associations. .

Appesting with me is Mr. Roberft E. 0’Malley of the law firm of Covington-and
Burling of Washington, D.c. - C : e

" We- sppreciate the opportunity to testify regarding comfrehansive revision of
the federal bankruptey laws, as propesed in S. 2266 and H.R. 8200. We are
p'mjoulmly_interested in the impact of any proposed revisions on the secured real
estate lender. I should like to make clear at the outset that I am not an expert in
the field of bankruptey and I shall not attempt.a- detailed technicul discussion of
the various issues before your committee, However, I do have 19 years experience
in secured real estate transactions and T am very {amiliar with the effect of bank-
ruptey law and decisions on_the real estate and mortgage lending industries.
“Dn the behalf of the various associations fer whom I am appearing today, I
should Jike to request an opportunity for each of them to file technical statements
addressing varioua provisions and: agpects of the two. Bills at 3 later time for in-
clusion in the Hearing record. . . ... . E

1 should like to call the Subcommittee’s dttention in a more general way to the
areas in the Bills of crucial interest and concern to those of us in: the real. estate
lending industry, as well as to express our appreciation for the carefuland com-

rehensive work which the Senate and House Judiciary Committess have done in
sinkruptey ares. over the last.several years. Certainly simplification and stream-.
lining of the bankruptey laws are Iong.overdue. Gonsolidation of: the -present
benkTuptey teorganimation: Chapters weuld help eliminate time-consuming:-and
cogtli:delays:-caused by various parties contesting the appropriate reorganization
Chapter under which to proceed. The expansion of the “‘adequate protection’
concept, which permeates the two Bills'is most welcome: O T
) o ) YORAM-DOWN' PROVISIONS Lo .

As 1 suggested, however, thére are a number of areas dealt within 5. 2266 and
LR, 8200 about which secured rdal estate lenders are gredtly concerned..One of
those areas is-that of the so-called “eram-down’-under Chapters X and X1I of-the

resent Bankruptey Act. Under the-“cram-down” provisions, a secured ereditor’s,
egal rights can be altéred and modified, ‘despite the fact thab the ereditor hag not:
ssented to the proposed plen: © . - - E T T

We are particularly coneerned about. “cram-downs” under Chapter XII of
the current Act. For many years, Chapter. XI1 was used, infrequently. However;
in recent years large numbers of debtors have sought its prptection for a nuibber
of Teasons. First, as & result of changes in the Bankruptoy, Rulés. in 1975, a plan
of arrangement in Chapter XTI need no-longer be filed with a petition., Second,
since the 1975 changes, during:the benkruptey proceedings, the: dehtor.is generally:
allowed to remain in possession although previgusly a irustee was ususally ap:
peinted: immediately. As:a result of the bankrupt remaining in.pogdession, there
Ig 8 very-real possibility that the income earned by the property will be diverted..
This could lead to the deterioration of the properly and the oreation of real
estate-tax liens. Third, filing a Chapter XL petition is attractive tg many large.
real estate debbors because such filing acts s an.automatic stay .of foreclosure,
proceedings, leading to the.abuses just rmaentioned, = ... . - oo

In many-instances, the automatic siay has been used by syndicated partner-
ehips which originally enfered into real estaté transactions primarily for the pur-
pose of realizing substanfial fax benefits. Foreclosure results-in the individual
partners becoming subject to rcespture of substantial amounts of aceelerated
depreciation taken earlier as deductions against ordinary income.
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These factors encourage Chapter XII filings even though there is” oftey
realistic prospect for recovery. These filings, 1 should emphiasize, are my, da §°
Isrge complex- commercial real estate enterprises which were organized by & ¥i
posedly experienced and sophisticated investors, The financial difficulties of Bllp-g
enterprises have caused the explosive growth in the use of Chapter XIT. w, uch’
n;’mst 'c'l,cﬁnitely not. talldng about the small investor or the so-¢slled “man iy :ﬁ:
street. © .

Secured real estate lenders are greatly comcerned about this sudden lar
inerease in the volume of Chapter XII reorganizations in part as a collsequexf;e
of the now well-known Pine Gaie case.! In Pine Gate, “value’” of the noh—assentige
seeured creditor’s debt was found to be the appraised value of the security, at &
time of substantially depressed real estate market conditions. When g plan i:v
‘“‘erammed-down’" in such a manner, and under Section 461(11) (e) of the Dresent,”
Act the seoured creditor is paid omly the depressed “appraised value” of the
property (even though it is substantially less than the principal balance of tha
debt), the secured creditor loses any possibility of recovering the full debt if he
real estale market returns to more normal conditions, Hence the ereditor is in
substantial part denied ifs seonrity and its contract rights. L )

“While the -Pine Gate case.and the other eages which have tmposed delays ang
losses-upon lenders are harmful in themaclves, the disruption which they have -
caused has spread throughout the secured lending industry. Managers of loan-
porffolios secured by real estate have been subjected to the threat of bs,nkruptcy
proceedings by debtors wishing o renegotiate lonns or otherwise delay the lendery
payments. In view:of the recent developments in bankruptey law, these threats
are not ompty onds and lending institutions are under great pressure to capitu-
late. The pervasive threat of bankruptoy proceedings has had & deleterioys impaet
on the real estate lending community. Unless this situation is changed, the flow
of funds into new mortgages will be greatly reduced. - . . .

Any legislation whieh codifies the Pine-Gafe results or malkes the situation
worse, would have the gravest consequences for the real estate lending industry
whick annually pumps in excess of $86 billion-a year imto ‘the economy. For
example; if “value” of thesecurity is to be determined under a revised Bankruptey
Acet in a way which permits use of depressed real-estate market appraisals of prop-
erties of the security for debts, or permits the “value” {0 be determined by apprais-
al of physically abused or mismanaged properties, lenders contemplating new
regl estate loans would be faced with intolerable uncersainty. C

I should like to emphasize that the matter of how secured interests are to be
“valued’ is of course a crucial one as-to.any number of proposed amendments to
the bankrupicy laws, since it. affeets the dollar amount of “secured olaims,"” the
inferest fhat must be “adequately protected,” ete.. We hope that: the closest
attention will be given by the Congress to appropriate valustion methods, We
regpectfully urge that Congress require that appropriate appraisal methods are
used to arrive at ‘‘value” .and that appraisers appointed by the Courts understand
that 5 secured créditor hiad the staying power and financial resources to Testore’
* digtressed properties to thieir ezxlier value once the creditor has title.

"With respect to “cram-downs,” althouph the “‘absolute priority* rule of present
Chapter X has been partislly incorporated in therevised reorganization provisions,
this does not cure the problem, sinee the secured lender has ‘only a “secured
elaim’’ for the possibly depressed “appraisal value” of the security.

- Tn addition, atleast at preserit, under Section 461{11)(e), if a plaxi is “‘crammed-
down,”” @ lender réceives the appraised value of the security in eash, Under the
two Bills, howsver, should the normal confirmation procedure not go forward
tnder Section 1120(a) of H.R. 8200 and Section 1130{e) of S. 2266, the secured
creditor is-subject to a “cram-down’’ pursuant to Section 1129(b) and S_e(_:tlon'
1130(b) & (c) and is forecd to accept preperty which might include securitiesof
the débtor in place of cash payment.- o : . .

We are. of course awate of the permissive lapguage regarding ‘cram-downs
contained in §. 2266 as contrasted to the msndatory language of H,R. 8200,
This is‘ a distinet improvement from our perspective. However, if the intent is
to lifit the situstions where “cram-downs” are (o be permitbed, we think it
crizeial thaf suich limitations be spelled out carefully in the new legislation.

For example, as indicated above, the type of bankruptey that is particularly
trotiblésome and unfair to seeured lendets involves limited partnerships composed

1 In Re Pine Gate Assoclates, Ltd., Debtor, Cagé No. BY5-43454, U.S.D.Ct, N.D. Gu.,
Aflanita Div, (1676); e b, e _ .
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# of weelthy individuals seeking tax sheltar. These 5a1‘tnerships generally are formed
Tof urchase & single piecé of real estate: Typically, the losn documents provide
» 4 the Jender ia only able to look to the asset in sadisfaction of the indebtedness
*h'“‘d canmot proceed against the partners personally. Therefore, the public policy
%plfcit' in the bankruptoy laws favoring regrganization does not apply in this

ﬂﬂfg’%g'viem all the equities suggest that the secured lender in the single asset,

jiop-TeCourse lIoan bankruptey should be permitted tu take physisal posstssion of
ihe apeurity. We recommend that Congress consider most carefully whether the
tloram down” and substitution of security provisions of Section 1130 of §. 2266
nd Section 1128 of H.R. 8200 should apply at all ip sueh bankrupicies. Should
ot the seoured creditor be able to take back its security, in which no one else;
including the debtor, has any equity? ’

ADEQUATE PROTECTION

with respect fo “adequate protection’ under Section 361 of the two Billg,
which telates to Sectjons 362-36¢, dealing with ‘automatic stays, use, sale -or
Jease of property, and dbbaining credit, respectively, we greatly prefer the approach
containéd-in 8, 2266, which limits the means by which “adequate protection’
0 'be afforded to secured creditors o two: periodic cash payments to a credifor |
made by a trustee-and an'ddditional or replacement lien-to protect against decrease:
in the value of a oreditor’s interest in property. We- believe that the additional
slternative “adcquate proteetion’ provisions in H.R. 8200 are unnecessary and
increase the risk to the secured creditor.- : :

However, we think that a provision should be added to Section 361 requiring
that any incomse from rental properties be resérved to the exlent necessary for
operation and maintenance of the property and for real estale {axzes, and that
ayment be made into & court supervised account of any remaining amounts
available for debt service. . . : . :
’ ’ ATTOMATIC BTAYS .

With regard to Section 362 of the two Bills concerning automastic stays, we
believe that in cortain respects these provisions would be substéntial impréve-
ments over current law. Particularly, the provision of Seetion 362(d) authorizing
the court to_grant relief from a stay upon a-showing of cause, when combinei
with Seotion 362(e), providing that a stay shall’ automatically terminate with
respect to the party requesting relief within 30 days of the request; Unless the
court extends the stay, is an important change. Absent an automati¢ terigination
provision, a court ean effectively demy relief from & stay merely by delaying
decigion. Section 362(g), providing that the party supporting" the stay bears the
‘burden of proof on the question. of whether or not “adequate protection’” of a
creditor’s interest; has befn. provided, ie also important. s L

As for differencey between, the two T ﬂlsb.t e provigion in- Section 362(d) in
8. 2366, whioh does not appest in ML.R. 8200, that the eourt chall grant Yelief
frou o stuy if the. court Ands that the debter has ho Gauity bo the Broperty in
question, is one which we ¢ndorse. .~ . T

However; there aré soine additional changes in. fhe stay proyisions whidh we
strongly uree the Subeorpmittes tp consider. First, there ‘would seem to e no
apparent reason why stays shotld not bé limited to enjoin’onty execution*of &
secured creditor’s judement, while permitting o creditor, followi prigte
zotice, t0 prasecupe a. claim o judgmient in locsl cou a¢ Lin.
sty provisions would, withoyt harming the debtor or conflieting. with the gonl
of banlruptey, significantly aide securéd gredifors by reducing the substghii
overall time ugqesswg.to' foreglose in th,é,rpa,jgrii;y of states. . - i

Second, in our opinion, stay provisions should nap apply, with regpectto pro
developed or held for sale or investmeént where sych ‘property, is not necessary for
cotitinuation of the debtor's primary business. This limitation on stays, by ifs
nghaa‘ou;re, Frould nop cp.nﬂicg with the goal of debtor rehabilitation.” 7~ °

d, gtays should be limited in'the eonfext of single-project real estate entities
Wwhere experience shows that inept management. of 8 poor market, or s combina-
tion of hoth, is usually the ciwse.'g} insolvency, making rehabilitption: unlikel
to succeed. In such casds, the utomatic stay should terminate affer o fived flgri_ot{
&g, 80 days, unless the debtor can successfully show that reorganization is
reasonably likely.te succeed. c . S o o
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- USE, SALE OR LEASE OF FROPERTY . .

Scetion 363 in both Bills provides for the use, sale or lease of property of
¢éstate by the trustee. We support the changes from H.R. 8200 in Seciion 3he
which are found in 8. 2266, Specifically, the inclusion of ‘“rents™ withiy tg3
definition of “soft collateral” contained in Section 303 (a), the addition of langn @
in’Section 363(e) regarding bidding by a creditor at a proposed sale of Fro eﬁiﬁ
by the trustee and set off against the purchase price of the property of up 1;]; e
amount of ‘the creditor’s. claifn, and the addition in Section 363(f) of langua ©
concerning sale of an interest in property at no less than a “fair upset prige” o
at least 30 days’ notice to creditors with such interest in the Property,
desirable changes. o ’ . ' !

We would suggest additional changes in Section 363 as follows:

() Adequate protection of the secured ereditor shovld be a precondition to yye
sale or lease of property, instead of requiring that a creditor must take the initiative
to request protection;. : )

(b} Consideration should be given %o tightening procedures for segregatin
and perhaps paying to the secured creditor, during the period of trustee yse angJ
rent or other income from real property on which a secured creditor hag a,lién- v

{¢) Authorization granted by the bankruptey judge to use, sell or lease Pfopm,'ty
should be stayed for = perfod sufficient to permit the filing of an appeal, ez, 1p
days, and for the {)endency of any appesl taken; and ) !

.(dj There should ba mare specifie protection.against use of . “soft collaterat”
that epnsists of proceeds of sale of “hard collateral.” .

on
are al]

OBTAINING GREDIT

Section 864 of both Bills provides in subsection (d) that if the trustee cannot
obtain insecured credit, or secured credit which does not affect the priority of
existing lien holders, then the court may authorize obtaining of ercdit, aftér notice
and hearing, secured by a lien on the property of the estate which is senior or
equalto existing liens, so long as the existing lien holders’ iuterests are “adequately
protected.” Here, as in the earlier Sections noted, one-of the key considerations is
the specificity with which “adequate protection’ will be defined and ciroumseribed.
Tt would also be desirable to add g provision to Section 364 staying the imposition
of any equal or sepjor lien for a period sufficient to permit the filing of an appeal,
e.g., 10 days, and for the pendency of any appeals so taken, from an order of the
bankruptoy court. L ) ’ .

. EXECUTORY, CONTRACTS AND. UNBXPIRED LYASES )

Section 365(z) of the two Bills provides thiaf s trustes may either assume or
reject an exceutory comtract or unexpired lease of the debtor, subject to the pro-
visions of Sectign 365(b) to the effect that if there has been a default by the

debtor, a frustee méy assiime & contract of lease only if he (a) cures, or provides
“adequate assurance” that he will promptly cure, such default and (b) compen-
sates, or provides “adequate assurance” that he will promptly compensate, the
other party to thé contract or lease for any actunl logs as a Tesult of default and
1(c‘j provides adétudie assurance of futuie perfgrmance under the‘contract or
oash, e R B
_Obviqusly, the addi if Section 365(b) (8) to 5. 2266; ‘Yhiclh does not appearin

R, 8200, is of considgrable value and impottance o lenders, providing as it
does for terinination of 4 lease pursuant fo provisions in the lease (a) in straight
batikruptey cases, (b} where the lease wak entered into béfore the effective date of
the bankrdptey law amendments, (c} where the propeity leased is not essential to
the debtor’s businsis, or (d). where fhe rént payable pursuant t6 the lease is
substantially less then the “fair renit,al. value” of the property leased. Although
obviously enforceability’ of termination clausés il leaties, regardless-of when they
_were entered into, i3 preferable from the sequréd lender’s point of view to the new
language in S. 2268, the ,unlﬁbrtance of ihe changes already ineorporated in the
Sensate Bill can perhaps be illusirated Ly the exaniple of shopping centers, which
typioally iivolve.complex, long-ternt inferrelated leases and are financed under
long-term loan agreemeénts. ' . 0 T T .

" 1If the shopping center owner.does not have the right to terminate a lease in the
event of bankruptey, there is no effective way in which a shopping center lender
can l111r0’c-e<:1'r against & disruption of tensnt mix through undesirable assighments
by the trustee in bankruptey. Also, since percentage rentals are very important in
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hopping center business, continuation of the szme business by the trustee of
r lessée on & substantially reduced basis would have most adverse conse-
\ences for the lessor, greatly lessening his cash flow and perhaps threateping
g v financial position vis-a-vis his lenders. )
|'Ivl'1'efef_ore, to .continue the shopping cente‘r‘example,' if termination clauses
costhined in leases are not to be énforgeable ih all circumstances,. in those cases
i which & trustee is permitted either fo assume or assign a lease, we would recom”
mend thaf additional language be added to Section 365 on such questions was
what would constitute “adequate assurance” {a} as to the source of rental pay-
ments due under the lease, (b} that percenfige rents would not decline substan-
tially, (e} that essignment or assumption would not valid breach restrictive
clauses in other leases or agreements, and (d) thet tenant mix will not be disrupted
. py aspumption-or assignment. Similar eonsiderations as to what might constitute
,dequate assurance’” would apply in casé of & number of other executory con-

f,rae.f or lease situations.

the 81
8 a0
<!

NATIONAL H’OUSINGA ACT EXEMPTION

There are prohibitions in the Bankruptey Act at present, in Chapter X (Séo~
tion 268} and Chapter XII (Bection 517) whieh provide thal pothing in those
Chapters shall be desmed to affect or apply to the creditors of any corporation
under & mortgage, insured pursuant to the National Housing Act and amend-
ments thereto. The Chapter XII provision also prohiibits “extension or impair-
ment of any secured obligation held by Home Owners" Loan Corporation or any
Federal Home Loan Bank or member thereof.” - : : ,

These exemptions are not contained in either of the Bills, and there is no refer-
ence in the House Judiciary Committes Report on H.R. 8200 to the exemptions
in the gxisting law or the rensons why the exemptions do not survive in the Bills.
Tnsofar as we have been able to determine, the omission of these exemptions in
H.R. 8200 and 8. 2266 Was merely an oversight. In any event, thege long-standing
exemptbions are just as important today as they have been in the past, and we
stropgly .suggest that the. exemptions' be -refained so that the home financing
roles performed by the FHA Insurance program and the Federal' Ilome Loan
Bank system, which have produced over the years shielter for millions of low and
modérate ineome families, will not be diminished. L -

In the Chapter X contest; this prohibition has been construed to exempt an
FHA-insured mortgage issued pursuant to the National Housing Act from even
o temporary stay of foreclosure praceedings brought by the lerider. No such
exempiion ig.contained in eithér of the Bills. There is no reference in the House
Judiciary Committee Report on HiR. 8200 to the exemption ini the existing law
or the reasons why the exemption does not survive in the .Bill. The omission of
the exemption in H.R. 8200 may be merely an oversight., We think that it is
imporfant that the exemption be retained so-that the risk-reducing function of
the FHA insurance program not be dinvinished. uuss a8l ay s

B CHAPTER 13 (INDIVIDUAL WITH -REGULAR INCOME).-

The proposed Chapter 13 in both Bills, providing for the adjustinent ¢f debis
of an individual with regular income, includes two faitly significant chafiges;
compared to existing law, that may have the unintended; effect of restricting.the
flow of home mottgage money. First, similar to the situation discussed previctsly
in the commereial pontext, the holder of a mortgage on real estate may He forced
to give up its specific sBourity in réturn for some other property of tncertaln value;
Second, the siay of actions by the creditor protects not only the individuat debtor
under bhap.ter 13 but any guarsntor or other codebtor sg well. These provisions
may cause residential mortgage lenders to. be extraordinarily conservative in
making Ioang in cases where the general.{inancial respurces of the individual
borrower, are. not particularly stronp. Serious consideration should be given to
modifying. both Bills 80°that, at the least,” (if 'a mortgage on the Teal property
other thap investinent property be modified, and (i) providing that the stay of
actions against & guarantor or other codebtor is applicable only.to guarantees
execuled after the effective date of the new legislation. = - I 0

- © | INVESTMENT® OF YUNDS OF THE ESTATE - -

Section 345 both Bills-is undesirably nairow in the sense that unbonded ot

unsecured deposits are permitfed to be made in banks and savings snd loaw assoei-



64

708

ations only to the extent th%t_th‘e deposit is. federally insured. The CUrrent lipge
on federal insurance is $40,000 per gecount; which obviously means that deposits
In savings and lodn associations and cerfain banks will be seriously discourageq

¢ respectfully suggest that the Bill contain a provision permitting the unbondeg
unseeured deposit of {lis estate’s funds.in savings and loan associations, and hap).’
and providing further that such funds are deemed to be insured ag Public funq}
within the meanirig of the FSLIC and ¥DIC statutes.

OTEER PROVISIONS OF THE BILLS

Although & number of the associations on whose behalf T am appearing algg
have comments and recommendations regarding other provisions of the two Billg
such as thosd regarding preferences, seb-off rights, and the service of secureq
créditors ejther on the estate’s main creditors’ comritfee or on & separate Ccom.
mittee of secured creditors, any such recommendations will' be filed with the
Subcemmittee separately before the record closes. At this time, Mr, _Chainnan’ i
should like again to express our appreciation for the opportunity to appeay befors
the Subcomunittee on this matter of the greatest interest and concern 0 the rea]
estate lending industry. Thank you. :

Mr. Kuuik. 1 should like to call the subcommittee’s attention ing
more’ géneral way to the areas in the billy of crudisl inferest and €on-
certi to thiose of us in the réal éstate lending indusiry, as well s to
express our appreciation for the careful and comprehensive work which
the Senate anﬁ Housd Judiciary Cormittees have done in the bank-
THpYCY fres over the last seversl years. '

" Certainly, simpfification and streamilihing of the bankruptey laws
are.long. overdue. Consolidation of the present bankraptey reorgani.
zation chepters would help elimingté time consuming and costly de-
lays caused. by various parties contesting'the appropristé reorganizi.
tion chapter under, which to proceed. The expsansion of thé g, equate
protection” conceEt, which permeates the two bills, is Todt welcoms,
I turn now to the “cram-down” provisions: : :
;. &s T suggested, however, thére aré & number of dreas deslt with
i 8. 2266 and H.R. 8200 about, which secured real éstate lenders ara
greatly concerned. One of those areas is that of ‘the so-called “cram-
down” under chapteérs X and XIT of the present. Bankvuptcy Act.
Utider the “cram-down” provisiohs; o secured creditor’s legal rights
can be alteied and modified, despite the fact that the creditor has not
assented to the proposed plan. ’ ’ .
. «Woe are particularly concerned sbout “eram-downs™ under chapter
XII of the current act. For many years, chepter XII was used infre-

guently. Howéver, in recent ydars, large numbers of debtors have.
Sé%ghf it$ protection for & numbier of Teasons. : . LT
Irsty’ s & result of chmr%eIs in the bankruptey rules 161975, 5 plan
of arrangement i chapter X1I feed no lorigar be filed with a petition.
Second, since the 1875 changes, during the baﬁhﬁptg':ysfamqeedlxi'gﬁ
the debtor is'gémerally allowed to' remain; in possessior although: pre-
viotisly ¢ trustée was usuelly appoitited imnedighely, .
o As a Tesult 6f the bankrupt remaiiing in p_c}s‘sféséioﬁ"ﬁﬁe sg very
real possibility that the incorrie earned by the propérty will be divertéd.
This could lend to the detérioration of the property and the création

Of real estate tox lieny, L AT T
* Third, filing & chapter XI¥ petitich is afiractive {3 iy large real
ﬂte débtorsd'becaulse—rsuch filing .a%ts as an; autozqatmdstfiy of fore-
ure proceedings, leading to the a) uses just mentioped. ey
o In many instances, the mﬂ: Mati stiy Has beatt used by sytidicgfed

partnerships which orizinally entered -into real esta@e‘ﬂr&négdﬁofis
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primﬂl'ﬂy for the purpose of realizing substantial tax benefits. Fore-
closure results in the individual partners becoming subject. te reeapture
of substantial smounfs of accelerated depreciation taken earlier as
deductions against ordinary income. , '

These factors encourage chapter XII filings even though there is
often no realistic prospect for recovery. These filings, I should emplia-
size, are made by large complex commercial real estate enterprises
which were organized by supposedly experienced and soplisticated
investors. o
mTIle financial difficulties of such enterprises have caused the explo-
sive growth in the use of chapter XII. We are most definitely not
talking about the small investor or the so-called “man in the street,”

Secured resl estate lenders are greatly concerned about this sudden
larze inerease in the yolume of chapter XTI reorganizations, in part
us & consequence of the now well-known Pine GQafe case. I refer to In
Re Pine Gate Assoctates, Litd., Debior, Case No. B75-43454, U.S, D. Ct.,
N.D. Ge., Atlants Div. (1976).. ‘ : B o

In Pine Gate, the “value” of the nonassenting secured. creditor’s
debt was found to be th:ei{)pmised value of the security, at a time of
substantially depressed real estate market conditions. ) )

When & plan is “cramimed-down’ in’'such & manner, and under
section 461(11)(c) of the present act, the secured creditor is paid only
the depressed “appraised value” of the property—even though it i
substantizlly less than the principal balance of the débt—=thé secured
creditor loses any possibility of recovering the full debt if’ the real

. estate market returns to more hormal conditions. Henee, the creéditor
is, in substantial part, denied its security and its contract rights, =~

While the Pine Gate case and the other cases which have 'ﬁnpps'ed'
delays and losses upon lenders ate Harfoful in themselves, the disrup-
tion which they have caused has ‘spread throughout the secured
lending industry. - . . T

Managers of loan portfolios secured by reel estate, intluding myself,
have been subjeeted fo ‘the threat of bankruptey. proceedings by
debtors wishing to Tenegotidte losns or otherwise delay the lendexs’

pa}meiits'.f- - . R
n view of the reétent developments in.bankruptey law, these -
threats are not empty ones snd lefding institutions are under gidaf
pressure to capitulate. The pervasive thregt of hankriiptol, proceed-
Ings has had » serious adverse impact on the:real estate lending com-
munity, Upless this situstion is _cﬁsi.nged-, ‘the flow. of funds inte hew
mortgages will be greatly reduced. -~ . . i ;T ot
_Any legislation which codifies the' Pine Gate result, or makeés the
situation worse, would have the gravest consequences for the resl
estate lending industry, which apnually. pumips in excéss of $86 billion
infotheeconorny; ~ T T et o
For czample, if “valie” of the security is to bé determined under s
re‘\nssd_BanErupte}' Act in & way which permits use of depréssed teal
eatate market appraisals of properties’ whicﬂ'l']axc'secufity for debits; or
permits the; “¥alus” to be detérmnined by appraisil of physically
sbused or mismanaged properties, lenders contemplating new real
estate loans -would %e faced with intolerable wuncertainty.. |
- Lshould like to emphasize thit the matter of how secured inferests
are to be “valued” is, of course, a erucisl one as to any nimber of
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proposed amendments o the bankruptey laws. The determination of
“value” affects the dollar amount of “sceured claims,” the interest
that must be “adequately protected,” and other issues. _

We hope that the closest attention will be given by the Congress ¢,
appropriate valuatioff methods. We respéctfully urge that %ngess
require that appropiiaie appraisal meihods are used to arrive a1
“value” and that apprissers appeinted by the ¢ourts understand that
a secured creditor has the staying power and financial resources tg
restore distressed properties to their earlier value once the creditor
has title. : S
_ With respect to. “‘eram-downs,” although the “absolute priority”
rule of present chapter X has been partially inco,rpora.tcg in the
revised reorganization provisions, this does not cure the problem
since the secured lender has only a “secured claim” for the possibly
depressed “‘appraised value’ of the security. - )

In addition, at least at present; undér section 461(11)(c) if a plan is
“crammed-down,” a lender receives the appraised value of the secy-
rityin eash. Under the two bills, however; if the normal confirmation
procedure does not go forward under section 1129(a) of H.R. 8200
and section 1130(a) of S. 2268, the secured vreditor is subject to g
“eram-dewn”” pursusnt to sections 1129(b) and 1130(b) and (¢) and
is forced to aceept property which might include securities of the
debtor in place.of cash payment. ) L

We are, of course, aware of the permissive langusge regarding
“cram-downs” contained in S. 2266 as contrasted to the mandatory
language of H.E. 8§200. This. is’ a distinct improvement from our
'pe’rﬁpéptivr_e._ LA S

However, if the intent is to limit the situations where “‘cram-downs”
are to bé permiitted, we think it crucial that such limitations be spelled
ouf carefully in the new legislation. =~ =~ ° i h

. For example, as indicated above, the type of bankruptcy that is
Eglticularly troublesome | and unfsir to secured lenders involves
imited partnerships composed of wealthy individuals seeking tax
sheltér, These partnerships generally are formed t¢ purchsse a sin%lle
iece of real ¢state. Typically, the loan documents provide that the
ender is only able to Todk to the asset in satisfaction of the indebtness
and cannot proceed against the partners personally, * .
" Therefors, the public polidy implicit in the bankruptey laws favor-

ing :e(;{lgg&nizationdogs'ﬁdb applyin this situation.™ . =~ )

In all fairness, the secured lender in thé single asset, nonrecourse
lga}zii_bankruptcy should be permitted to. enforce fullyits eontract
. 'We recommend that Congress, consider most garefully whether the
“cram-dowl”’ and substitution of security provisions of gection 1130
of S, 2266 and section 1129 of H,R. 8200 should apply at 2ll in such
bagkrupteies. . .0 oo T
.. With respect to “adéquate protection” under section 381 of the two
bills, wil}ich: rfla'.tés go _sections 3§2g§ﬁbé',idea,ling‘ %&ﬁ'g@wﬁgﬁ?%{:
use, salé, or lease of property, and obtaining credit, réspective .y, ;
‘:greatly'}l)mfer. the approach contained in S. 2266, Whgcl}_lgmlts .thi
‘means. by .which “adequate protection” can be afforded to securet. .
creditors to two: periodic cash payments to a creditor madé by :
trustee, and an’ additional or replacement lien to protect agaiisi?
decrease in the value of a creditor’s interest in property.
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We believe that the additional alternative “adequate protection’’
rovisions in FL.R. 8200 are unnecessary and increase the risk to the
secured creditor, . L o

However, we think that a provision should be added to sectiof 361
requiring that sny income from Ienta.l‘ properties be reserved to,the
extent pecessary for operation snd.maintenance of the properfy and
for real estate taxes, ‘and that payment be'made into a court supervised
account of any remaining amounts available for debt service:

With regard to section 362 of the two bills concerning automatic
stays, we believe that in certain respects these provisions would be
substantinl improvements over current law. Particularly, the provision
of section 362 (d) authorizing the court to gﬁa,nt relief from a stay upon
o showing of cause, whem combined with section 362(e), providing
that & stay shall automatically terminate with respect to the party
requesting relief within 30 days of: the request, unless -the court
extends the stay, is sn important change.. : ’ . .

Absent an automatic termination pro

fon, & court can effectively

relief from a stay mevely by delaying decision. Section: )
g;’ﬁ%ridiug that the party supporting the stay besars the burden of pi‘-;;go;?
on the question of whether or not “‘adequate protection” of & crediter’s
interest has been provided is also important. . . o
As for differences between the two bills, the provision in sectiofi
362(d) in S. 2266, which does not appear in. H.R.8200, that the court
shall grant relief from a-stayif the court finds ghat the debtor has no
uity in the property in question, is one which weendorse. . =~ .= 7.
However, there are some additional changes in ‘the stey, provisions
which we strongly urge the subcommittee to consider... =~ ..
First, there would seem to be no apparent reason why stays should
not be limited to enjoin.oniy- execution of a sccured greditor’s judg-
ment; while permitting a creditor, following appropriate rotice, fo
prosecute a claim to judgment inJocal courts. .
‘Such modification, of the stay provisions would, without harming
the debtor or conflicting with the goals of bankruptcy,.significontly
4id secured creditors by reducing the substantial overall time riecessary
to foreclose in the majority of States. .. . "o 7
Second, ixi our opinion, stay Fl;c_jx'r_isigns should; 10t apply. with respect
to property developed or held for sale of investment .where such
Eropert,y 15 not necessary for continuation of the debtor’s primary
usiness. This limitation on stays,.by its very mature, would not
conflict with the goal of debior rehabilitation. . N
Third, stays should be ILimited; in the context -of .single project

real estate” entities where experience shows that inept management
or & poor market, or a combinatioii of both, is usually: the cause of

insolvency, making rehabilitation unlikely to succeed, R
In such cases, t_ie autoniafic stay should teérminate after a fixed
period, such as 60 days, unless the debtor can successfully show that
reorganization is reasonably likely to succeed, ~ -~ 71 .
I turn now to use, sele, or lease of property. . . - R
Section 363 in both; bills provides f%l" the use, sale -or. lease of
H‘(ig,erty? of the estate by the trustee. We support the changes from
Ji. 8200 in section 363 which are found ihps.—'2266‘,* P
Specifically, the inclusion of “rénts’’ within the definition of “soft
collateral” contained in section 363(a); the addition of langusge in
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section 363(e) regarding bidding by s creditor at a proposed sale of
property by the trustee and set off against the puirchase price of the
praperfy of up to the amount of the ereditor’s claim, and the addition
m section 368(f) oflanguags concerning sale-of an interest In propert
at mo less then a “falr upset price” on at least 30 days’ notics to
creditors ‘with an interbst in-the property, are all desirable chy,

We would suggest additionsl changes i section 363 as follows.

One: Adequate protection of the secured creditor shoild be & pre.
condition to use, sale or‘lease of property, instead of requiring that
creditor must take the initiative to Tequest protection;

“Two: ‘Consideration shotld be given Lo tightening procedures for
segregating,. and perhaps paying to the secured creditor, during the
period of trustee use, any rent or other income from real Property
on which s secuied creditor has , lien; -

‘Three: Authorization granted by the bankruptey judge to use, sell
or lease property should be stayed for-a period sufficient fo permit the
filing of an-appesl,for example, 10 days, and for the pendency of any
appeal taken; and ’

. Four: There should be more specific-protection agm'nst use of “soft,
collateral” ‘that consists of proceeds “of sale of “hard collaters]”

As for obtaining credit, section 364 of both bills provides i syh-
section (d) -that I the trustee cannot--ohtain unsecured credit, or
‘secured - credit which -does not ‘affect the priority -of existing [ien
‘holders, then the court-may authorize obteinmg of credit, after notjce
and hearing, secured by a lien on the property of the estate which is
‘senior or. efqual to’ existing’ lens, so long as the existing licnholders’
interests are “Adequately protected.”

~Here, -as in. the earlier sections noted, one of the key considerations
is ‘the specificity ‘with which “adequate protection” will be defined
and_¢ircumseribed. Tt would -also be desirable fo add a provision te

. section 364 staying the imposition of any equsl or senior lien for a
gériod sufficient to permit”the fiing of an appeal, for example, ten
ays, and for the pendency of any appesal so taken, from an order of

" the barkruptey court. T ’ I

As for executory contracts and uncxpired -leases, section 365(a)
of the two bills; provides that a trustee may either assurne or reject
an executory: contract or unezpired lease of ithe debtor, subject to
the provisions of section 365(b) ‘to-the effect that if there has been 8
defatilt by the debtor, a trustee muy assume a contract or lease onlyif’
he: (1) Cures, or provides “adequaté assurance’” thathewill promptly
cure, - such” defdult "and (2) ecomipensates, or provides “adequate
assurance’ thet he will promptly competisate, the other party to the
comtract or lease for any sefatal loss as a result of default and (3)
provides adequate assurahce of future performance under the con-
tract or Jeage. - - o R
‘" ‘Obvieusly, the addition to seetion 365(h)(3) to' S.°2266, which does
not appeer in H.R. 8200, i§ of considerable valye and importance to
lenders, providing as.it dees for termination .of & lease pursuant to

provisions-in the leasé: (1) In:straight bankruptey cases (2) where the
Eaam was entered into before the effective date of the bankruptey law
amendments; (3) where the property léased is not .esseritial to the
debtor’s business; or, (4) where the rent payable pursuant:to-the lesso
is substanitially loss than the “fair rental value’ of the property leased.
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Although obviously enforceahility of termination clanses in leases,
regardess of when they were entered into, is preférable from the
secured lender’s point of view fo.the new language in-S. 2266, the
jmportance of the changes already incorporated o the Sepste. bill
can perhaps be illustrated by the example of shopping tenfers, which
typicelly involve complex, long-termi interrelated lesscs and pre
fnanced under long-term loan agreenierits. o

1f the shopping center owner does not have the right to terminage &
Jesse 1o the event of a tennant’s bankruptey, there is no effective way

in which a shopping center lender can protect against a disruption of -

tepant mix through undesirable assignments by the trusfee in bank-
ruptey- | ' o . ‘ .
‘Also, since percentage rentals are very important in the shopping
center business, continnation of the same business by the trustee of a
major lessee on & substantially Teduced basis would have most adyerse
consequences for the lessor, greatly lessening his cash-fiow and perhaps
threatening his own financial pesition vis-g-vis his lenders. o
Therefore, to continue the shopping ceniter example, if termination
clauses contained in.leases sre not to be enforceable in all circum-
stances, in those cases in. which a trustee is permitted cither to assume
- or assign & lease, we would recommend that additional language be
added to section 385 .on such guestions as whit would constitute
“tgdequate assurance’’: ' . . ,
One, nsto the source of rental payments dué under the leage; two,
-that percentage rents would not decline substantially; thrée, that
_sssignment or assumption. would not breach valid restrictive clauses in
other leases or agreements; and four, that tenant mix will not be dis-
rupted by assumption or assignment. o ‘ :
imilaT considerations as to what might conslitute “adeéquate as-

surance” would apply in case of a number of other executory contract
or lease situations. o :

I turn now to the National Housing Act exemption.. .~
_ There are prohibitions.in the Bankruptcy Act at present, iri chapter
X—section 263, and chapter XII—section. 517~—which proyide that
nothing in those chapters shall be deemed to affect or apply to. the

creditors.of any cOxEorgﬁén unger & mortage insured pupsuant fo, the-

National Housing Aet.and smendments thereto. . - _ ,
The chapler XI1 provision ajso prohibits “extendion or npairment
of any secured obligation held by ]glg-)me Owners’ Loan Corperation or
.any Federal Home Loan Bank ot member thereof.”. . =~
.. These exemptions dre not contained in gither of the bills, a1id there
is no reference in the House Judiciary Committee Report on ILR.
8200; to the exemptjons in the existing law or' the reasons why the
exemptions da not survive in.the bills. SRR . N
Insofar as we have heen ablé to determine, the omission of thege
exemptions in FL.R. 8200 and 8. 2266 was merely an oversight. In any
event, these longstanding exemptions are just as important foday as

they.have been in the past, and we strongly suggest that the. ciemp-

- dions be retajned so that the home financing roles performed by_nll_;e
(A insurance program and the Fédera! Home Loan Bank systep,

#hich have preduced, over the years, shelter for millions of low and

-.m"eid.?;l"ﬁ-b@;-;,ncoma families, will not be diminished.. .. =~ =~

+ L i now to chepter 13, individual with regular incoime:.
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714

" "The proposed chapter 13 in both bills, providing for the adjustmens,
of debts of an individudl with regular income, includes two fair
significant changes, compared to existing law, that may have the up-
intended effect of restricting the flow of home mortgage money.

TFirst, similar to the situstion discussed previously in the commerejg]
context; the holder of a¥mortgage on real estate may be forced to give
upI its specific security in return for some other properly of uncertain
alue. U :

Second, the stay of actions by the creditor protects not only the
individua! debtor under chapter 13 but any guarantor or other co-
debtor as well. .~ - o

These provisions may cause residential mortgage lenders to be
extraordinerily comservalivé in maling loans in cases where the gen-
eral financial resoirces of the individual borrower are not particularly
strong. = . - o )

‘Serious consideration should be given to modifying both bills go
that, at the least: One, & mortgage ox real property other than invest-
‘menf propérty may not be'modified, and twe, providing that the stay
of actions against a guarantor or other codebtor is applicable only to
‘guarantees execdted sfter the effective date of the new legislation,

As for investment of funds of the estate, section 345 of both bills is
undesirably narfow in the sense that unbonded or unsecured deposits
are permitted to be made in banks and savings and loan associations
only to the extent that the deposit is federally insured. The current
timit on Federal insutarice is $40,000 per account, which obviously
means thet deposits in savings and loan associations and certain banks
will be sél‘iou‘s{)y discouraged. - : -

_We respectfully suggest.that the bill contain & provision permitting
the unbonded, unsecured deposit of ‘the estate’s funds in savings and
loan’ sssociations, -and banks, and providing further that such funds
are deemed to be insured as public funds within the meaning of the
FSLIC and FDIC statutes. -~ . . - -

As for other provisions of the’ bills, although a number of the as-
sociations on whose behalf T am appearing’ also' have ¢omments and
recommendations regarding otlier provisions of thé Hwo bills, such as
“those regarding preferences, sctofl righits, and the service of secured
creditors, either on ‘the estaté’s mainr éreditors’: comimittes or on &
:ej%arabe committee of secured creditors, any such recommendations

{1l be filed with the subcommittee separately before the record closes.
. At this time, Mr. Chajrman, ¥ 'should like again to express our ap-
preciation for the opportunity o appéar befors the subcommifiee on
this matter of the gréatest iitdrest and concérn ‘to tha real estate

lénding industry which greatly: nieds relief froin’ the - existing bank-
ruptey laws before it is forced to consider elternative investments

“with-16s funds. _
 Thank you very much, - -~ v T S ]
. Senator DeConcrnt. Thank you, M. Kulik: - s

" Your last statément there interests me 4 groat-deal, having been
associated with & savings and loan. What' other investiénts would &
‘savings and lotin Took to? = -7 7 u . UL e

“Mr. Kurix, Mr. Chairman, Fwould like to reply’in this fuanner. In
order to avoid the “criam down,” ‘wehive, onoccagion; 'ggp.\‘(_bﬂfﬁk to
the execufive committee: of ‘our Bosrd; which Hias~ tb approve any
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Ms. SANCHEZ. Without objection, so ordered.

And since we are still trying to get the microphones working, I
will ask unanimous consent to enter into the record a letter from
Professor Robert Shiller with the Cowles Foundation for Research
in Economics at Yale University; a statement by Eric Stein, on be-
half of the Center for Responsible Lending; a New York Times arti-
cle dated October 8, 2007, entitled, “The American Dream in Re-
verse;” a letter from a diverse group of consumers, civil rights,
labor, housing and community organizations; and also, from the
Congressional Research Service, a memo regarding the 1978 bank-
ruptcy legislation and secured lending supplement. Without objec-
tion, so ordered.

[The information referred to follows:]
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LETTER FROM ROBERT SHILLER, THE COWLES FOUNDATION FOR
RESEARCH IN ECONOMICS

Cowles Foundation for Research in Economics
International Center for Finance

Yale University

Box 06520-8281 Yale Station

New Haven CT 06520-8281

October 29, 2007

Honorable John Conyers, Jr.

2426 Rayburn Building

Washington, DC 20515

Honorable Lamar S. Smith

2184 Rayburn House Office Building
Washington, DC 20515

Honorable Linda T. Sanchez

1007 Longworth House Office Building
Washington, DC 20515

Honorable Chris Cannon

2436 Rayburn House Office Building
Washington, DC 20515

Honorable Brad Miller

1722 Longworth House Office Building
Waghington DC 20515

Honorable Congressmen:

T want to express my qualified support for the proposal of Representative Brad
Miller (paralleling a proposal of Senators Richard Durbin and Charles Schumer), to
delete the phrase in Section 1322 of the bankruptcy law that prevents bankruptcy judges
under Chapter 13 from modifying secured debts on the mortgage on a borrower’s

principal residence.
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T am the Stanley B. Resor Professor of Economics and Professor of Finance at
Yale University. I am also Research Associate at the National Bureau of Economic
Research, and Chief Economist for a firm that 1 co-founded, MacroMarkets LLC. On
September 19, 2007, I testified before the Joint Economic Committee on the subprime
crisis.

I support this change in bankruptcy law because it will enable the courts to adjust
mortgage terms to make it possible for homeowners who are experiencing difficulties
making mortgage payments so that they can continue to stay in their homes.

My support is qualified only in that T don’t consider it an ideal long-run solution
to the deficiencies of our mortgage institutions to encourage a much larger role of
bankruptcy courts. We need instead to improve our mortgage institutions themselves.
But, despite this qualification, 1 am convinced that we need to give the bankruptcy courts
the latitude to deal with crises like the one we are in.

We are facing a mortgage crisis that has the potential to wreak havoc on innocent
homeowners and on the national economy in the coming months. There may be millions
more defaults and, ultimately, foreclosures, and there may be a recession that will push
our economy down below its potential for some years.

We are in a very unusual situation in the mortgage market for two prime reasons:
1. We have just gone through the biggest home price boom that the US has ever
experienced, or at least the biggest it has experienced since the boom right after World
War II. This boom may be in the process of bursting. 2. We have just gone through the

longest period of low short-term interest rates since World War TI. While this period of
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short interest rates has ended, it has left a legacy of adjustable rate mortgages that stand
to have unexpectedly large interest rate resets.

The enormous home price boom produced a period of incaution among both
borrowers and lenders. Those who presumed that the home price boom will continue,
both borrowers and lenders, were more inclined to find high loan-to-value ratios
agreeable, and to worry relatively little about the likelihood that it will be difficult to
make payments on the mortgage. The boom thus created a situation of risky mortgages
whose risks have become apparent once the boom is over.

Home prices have been falling for over a year now. According to the Standard &
Poor’s Case-Shiller Home Price Index, which T have been involved in producing, national
home prices have fell 3.2% between the second quarter of 2006 and the second quarter of
2007. The falls have been much worse in cities. In Detroit, for example, home prices
have fallen 12.4% since their peak in December 2005, and in San Diego home prices
have fallen 8.0% since their peak in June 2006.

According to the home price index futures markets at the Chicago Mercantile
Exchange, further home price declines between 5% and 10% have been predicted for the
next year. If such declines transpire, they will put many more homeowners into a
negative equity situation, make it impossible for many more of them to sell their homes
and pay off their mortgage, and thus force many more into default.

The effect of declining home prices is exacerbated by the large number of
adjustable rate mortgages that were issued, disproportionately to subprime borrowers,
during the period of abnormally low short term interest rates. Short-term interest rates

were kept below 1.5% from November 2002 to September 2004, almost two years. Short

(98]
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rates have never before been kept so low for so long by the Federal Reserve Board in the
entire postwar period. This highly unusual period of low short rates, almost within
rounding error of zero, spurred some unfamiliar innovations, not only zero-percent
financing of auto loans, but also an increase in adjustable rate mortgages issued to
subprime borrowers, who could not be expected to understand how unusual and
temporary the interest rate situation was.

Our mortgage institutions have also changed in many ways that produced, along
with some benefits, unforeseen hazards to individual borrowers as well. The changes in
mortgage institutions represent, in many respects, financial progress, but with such
progress comes difficulties in managing all the risks of new financial technology.

Mortgage contracts were often written without proper allowances for all kinds of
crises that might come, and the securitization of mortgages, and the spread of these
securitized mortgages through other layers of portfolios, often hampers the renegotiation
of terms between borrower and lender. Even when a renegotiation of mortgage terms is in
the interest of both borrower and lender, it often does not happen.

The United States has long recognized that imperfections in the contracting
process justify government intervention in the form of bankruptcy proceedings. The
government has an established role in helping people in extreme outcomes, when private
insurance and hedging vehicles have not provided adequate protection.

In the future, it would be especially advantageous if the federal government
somehow encouraged mortgage lenders to write new mortgages whose contracts are
redesigned to provide relief from unfortunate contingencies for all homeowners, not just

those who are such an extreme situation as to file for bankruptcy. One thing to do, as I
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described in my 1993 book Macro Markets: Creating Institutions for Managing Society s
Largest Economic Risks, is to put into the original mortgage contract a provision that
automatically reduces the mortgage balance if the value of the home falls, and raises it
back if the housing market recovers. Another thing to do is to make the original loan
terms contingent on the future income of the borrower, or aggregate indicators of this
future income, as I described in my 2003 book New Financial Order: Risk in the
Twentieth Century. If borrowers’ income falls, the mortgage terms are eased. If income
rises again, the original terms are restored. Such contracts could be beneficial for both
lenders and borrowers, and if the institutions are developed, both sides of the contract
may find mutually advantageous terms to participate.

Shared equity mortgages (SEMs) are one way of improving the risk position of
homeowners. This cause has been led by Prof. Andrew Caplin of New York University,
and was taken up as well by the Fannie Mae Foundation before its unfortunate demise
earlier this year. With a shared equity mortgage, the homeowner shares the ownership,
and hence the risk of the property value changes, with an investor. A shared equity
mortgage is essentially the same as a sort of mortgage terms adjustment agreed upon in
advance between a borrower and a lender. (In the context of a Chapter 13 bankruptcy,
Caplin proposes that courts be allowed to do debt-equity substitution.)

If we had such improved mortgage institutions there would be fewer filings for
bankruptcy, and the bankruptcy courts would have less of a need to make adjustments in

mortgage terms.
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But, SEMs and other innovations are still not here. In the current situation, we
need to make adjustments to mortgages for people who cannot make the mortgage
payment.

Ex-post adjustments to mortgage terms are not being done on any significant
scale. A September 21, 2007 report by Moody’s Investor Services, which reported on a
survey of mortgage servicers representing 80% of the subprime market, found that less
than 1% of the mortgages that experienced a reset in January, or Aril, or July 2007 have
had their terms adjusted by the lender.

This means that the mortgage crisis is not being decisively answered. The
sequence of unfortunate events continues to unfold unabated.

We have so far managed to escape any serious consequences to the economy.
Consumption demand as well as nonresidential investment expenditure have held up. But
if we see the spectacle of a historic increase in defaults and foreclosures, confidence may
suddenly turn sour. This could happen very soon, if Congress does not act, and the

consequences may be felt for years to come.

Sincerely,

Robert J. Shiller
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PREPARED STATEMENT OF ERIC STEIN, CENTER FOR RESPONSIBLE LENDING

Statement of Eric Stein
Center for Responsible Lending

To the U.S. Honse Judiciary Committee
Subcommittee on Commercial and Administrative Law

“Straightening Out the Mortgage Mess: How Can We Protect Home Ownership and
Provide Relief to Consumers in Financial Distress — Part 27

October 30, 2007

Chairman Sanchez, Ranking Member Cannon, and members of the Subcommittee, thank
you for holding this second hearing on how we can protect homeownership and provide
relief to consumers in financial distress. I appreciate the opportunity to provide this
statement.

In the short month since Part 1 of this hearing, the problems in the subprime market have
become more evident and have grown even worse. However, one hopeful sign is that we
now have an active bipartisan effort to address this situation. I commend Representatives
Miller, Sanchez and others for their current bankruptcy proposal, and I also want to
commend Representative Chabot for his leadership in recognizing bankruptcy reform as a
necessary tool for addressing the massive home losses families are experiencing today. A
collaborative approach to this problem is essential, and it is heartening to see consensus
on the need for action. !

I. An Update on the Situation

The epidemic of subprime foreclosures keeps growing, and the ripple effects continue to
extend wider. For example, First American CoreLogic (CoreLogic), a private firm with
expertise in risk management, has highlighted how quickly risks are escalating in the
mortgage market.! During the past month alone, roughly 150,000 households have
experienced interest rate resets on subprime exploding adjustable rate mortgages
(ARMs), meaning that these families are facing monthly payment increases ranging from
20% to 40%.” According to CoreLogic, up to 75,000 of these families will lose their
homes to foreclosure. In fact, every week that passes without Congressional action to
tweak to the bankruptcy code, some 18,000 families will lose their homes to foreclosure.
And every subsequent day, the neighbors of each of these families will pay the price in
the form of reduced property values, vacant houses nearby and a substantially reduced
quality of life.

Homeowners aren’t the only ones hurting; problems are still accelerating for lending
institutions and financial markets. In the past month we’ve seen many companies with a
stake in subprime lending report higher losses and layoffs. Countrywide Financial Corp.
posted a $1.2 billion loss in the third quarter and has seen its stock lose 60% of its value
and 12,000 of its employees lose their jobs so far this year. Last week, Merrill Lynch
announced it lost $8.4 billion in the 3rd quarter—its worst loss in 93 years—with $7.9



79

billion of these losses on subprime and CDO assets. Citigroup reported at the beginning
of this month that it was writing down $1.3 billion in subprime assets and paying $2.6
billion to cover credit losses and increased reserves. UBS AG reported its first quarterly
loss in five years, and predicted that banks and securities firms will see more than $30
billion in bad loans and trading losses during the July-through-September period.?

Mortgage investors continue to suffer as well. ABX indices hit new lows last week, as
the trusts that hold the loans backing subprime bonds in the ABX showed an “increase in
30- and 60-plus day delinquencies [that] was both alarming and surprising on deals that
are yet approaching reset.” In one alarming example, Barclays reported that the rate of
60-plus day delinquencies on loans from the second half of 2006 now stands at 29%. As
a result of these reports, Moody’s announced last Friday that it was downgrading or
placing on review for downgrade a slew of CDO tranches. While the ratings firm did not
immediately specify the amount of CDOs affected by the ratings action, an initial count
by Dow Jones Newswires put the total at more than $4 billion.

With such widespread repercussions from subprime foreclosures, it’s no surprise that
consumers have ranked the subprime crisis above global warming and the federal deficit
among their most pressing concerns, according to a recent survey by TNS North
America.” It is notable that subprime lenders—who should have known better in the first
place—have yet to act on the widespread public understanding that recent lending is
excessively risky. As Friedman Billings Ramsey reports in a recent study: “We find
scant evidence that the risk characteristics of subprime loans originated in 2007 differ
significantly from those of subprime loans originated in 2006 and 2005. Therefore, we
cannot conclude that lenders have reversed the liberal underwriting criteria of 2007,
limited exceptions to these criteria, and strengthened quality control procedures for newly
originated subprime loans.”®

Since the hearing last month, a number of prominent, independent housing economists

. have recognized the massive scale of the foreclosure crisis, the fact that current efforts to
address this crisis are wholly insufficient, and that allowing judicial modification under
chapter 13 is an essential part of the solution. Three preeminent professors that I spoke
with who specialize in real estate economics and finance support the proposal: William
Apgar, Senior Scholar at Harvard’s Joint Center for Housing Studies, a former FHA
Commissioner; Kar] E. Case, a highly respected Professor of Economics at Wellesley
College; and Roberto Quercia, Director of the Center for Community Capital at UNC-
Chapel Hill. In addition, this Subcommittee has received a letter to this effect from
Robert Shiller, Professor of Economics and Professor of Finance at Yale University and a
principal in creating the Standard & Poor’s Case-Shiller® Home Price Index, which is,
according to S&P, “the leading indicator on the overall health of the U.S. housing
market.” Finally, Mark Zandi, Chief Economist and co-founder of Moody’s Economy.
com, is testifying in support today.
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II. Suggested Modifications to the Miller-Sanchez Bill

While discussing this matter with independent experts, I also spoke with a number of
industry representatives who raised objections to the change in the bankruptcy code that
we support. Some of the points raised, in my view, were good ones, and thus I would
suggest modifying the Miller-Sanchez bill in the following ways:

A. Eligibility

Objection: Families with sufficient income to pay their mortgage should not benefit from
the provision. People should not file for a chapter 13 modification if their property has
lost value but they are able to continue paying their underwater mortgage; they should
only use the bankruptcy option if their only alternative is foreclosure. Otherwise, they
will be obtaining a windfall; bankruptcy should be the last option, not the first.

Solution: Impose a strict means test to ensure that only people who otherwise face
foreclosure are eligible for a loan modification on their principal residence under chapter
13. To qualify for relief under the proposed bankruptcy tweak, a debtor must satisfy a
rigid means test, and must live within strict budget limits.” In addition, the good faith
requirement already applies, so someone who meets the means test but can still afford
mortgage, somehow, could be excluded by lender objection. Finally, the existing $1
million loan limit for secured debt still applies as well.

B.. Loan Term

Objection: Since there is no limitation on loan term, a borrower could have already been
in a loan for 15 years, and a judge could extend the term out for another 30 years, making
the total term 45 years. This would be unfair to lenders. Also, the bill does not provide
enough guidance to judges.

Solution: Clarify that the modified loan term can only be up to 30 years less the period of
time that the loan has been outstanding. Given that most loans are 30 years, this means
that the loan term will generally be unchanged. However, if the original loan term was
40 years, the remaining term should be unchanged.

C. Credit counseling

Objection: A borrower should receive the benefit of credit counseling before filing for
bankruptcy whenever possible, since, by receiving good advice, he or she may still be
able to avoid filing. Since the lender files a foreclosure petition well before the
foreclosure sale occurs, there is plenty of time to obtain counseling even after this event.

Solution: Allow a waiver of credit counseling only after the foreclosure sale has been
scheduled. By this time, when the borrower is facing the imminent sale of his or her
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house and eviction, it is much too late for counseling to be able to prevent the debtor
from filing for bankruptcy since that is potentially the only way to save the home.

D. Guidance to bankruptcy judges

Objection: The bill does not provide bankruptey judges enough guidance on how to
modify loan terms, which are threefold: remaining term in years, interest rate, and
principal balance. The judge could therefore add 30 years to a loan that has already been
outstanding for 15 years, reduce interest rates to 1% or 2% to make the loan maximally
affordable, and cram down the principal to a 50% loan-to-value ratio. Such terms would
be unfair to lenders, and the uncertainty created by lack of guidance will have a chilling
effect on the market.

Solution: Provide guidance to bankruptcy judges on loan term to essentially leave it the
same (see above) and establish that the benchmark interest rate will be market rate: the
prevailing 30-year fixed rate plus a risk premium. Such a rule is consistent with holding
in the Till case to use a customary index and require the judge to add a risk premium; the
prime rate used in Till is customary for car loans but is not used to set the interest rate on
first mortgages. In addition, the principal can only be crammed down to the fair market
value of houseThe amount over value would become unsecured debt paid to extent
family is able during 3 to 5 years of the plan. If a family fails in completing the chapter
13 plan, the loan returns to its original terms and cramdown is undone.

1.  ‘Arguments that Don’t Hold Up Under Scrutiny
A. A Realistic Look at Market-Based Arguments
In addition to the concerns discussed above, the two most common points raised
opposing the bankruptcy changes are: (1) market corrections will be adequate and
therefore the bankruptcy solution is not necessary, and (2) allowing judicial modification

would destroy the market. Let me explain why neither is valid.

1. The market through voluntary modifications is not correcting the problem.

Some industry representatives say lenders are modifying loans in such great numbers that
the government does not need to do anything about it. On August 31, President Bush
announced a White House initiative to help homeowners facing foreclosure. In his press
conference, the President said, “I strongly urge lenders to work with homeowners to
adjust their mortgages. I believe lenders have a responsibility to help these good people
to renegotiate so they can stay in their home.” Regulators have urged the same actions
for banks they regulate.®

While there has been increased activity and a number of initiatives have been announced,
the scope of the problem still dwarfs the response. As I mentioned in my previous
testimony, Moody’s Investor Servicers surveyed 80% of the servicing market through
July of this year, and found that most lenders were modifying only 1% of subprime loans
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experiencing rate reset.’ As a result, Moody’s expected to continue downgrading
mortgage-backed securities (MBS) because of rising defaults.

‘When considering this 1% figure, keep in mind that the chief researcher at First
American CoreLogic concluded that up to half of the 450,000 families facing subprime
resets in the next three months will lose their homes to foreclosure. Thus, even if
industry modification efforts increase ten-fold—an extraordinary increase under any
circumstances—that effort would still be far from enough.

Just this month, the California Reinvestment Coalition (CRC) surveyed 33 mortgage
counseling agencies that offer assistance to financially strained borrowers, and found that
“California’s largest lenders are not helping borrowers, who struggle to make their
mortgage payments, avoid foreclosure . . . . [M]ost borrowers are pushed to foreclosure
or short sale, leaving them without the homes they worked so hard to own. Fifty-seven
percent of counselors surveyed reported foreclosure, and 33 percent reported short sale,
as the most common outcomes for borrowers who cannot afford to pay their mortgages.
Both of these outcomes Jead to more people losing their homes.”'®

Moreover, many of those few modifications that are being made do not comply with the
objective of long-term sustainability. Indeed, most of Countrywide’s foreclosure
prevention activities consist of simply capitalizing arrearages, or taking the borrower’s
home before the foreclosure proceedings are completed."! Others simply delay the rate
reset for six to 24 months, or worse, I’ve heard, add the unpaid interest between the teaser
and fully adjusted rates to the loan’s principal balance, thus delaying the problem and
making it worse at the same time. :

The fact is that there are several structural obstacles to modifications on a large scale that
will prevent voluntary modifications from occurring in sufficient numbers without
enacting the change to the bankruptcy code. Even those servicers and lenders who
genuinely wish to help homeowners in distress, or who recognize that investors as a
whole would fare better under a modification than through foreclosure, face significant
obstacles to modifying loans. The following are four main reasons for failing to modify:

e Fear of Investor Lawsuits. The servicer has obligations to investors who have
purchased mortgage-backed securities through pooling and servicing contracts.
Modifying a loan typically impacts various tranches of a security differently,
which raises the specter of investor lawsuits when one or more tranches lose
income. For example, a modification that defers loss rather than immediately
writing down principal will favor the residual holder if the excess yield account is
released after a certain period of time, generally three years, but will hurt senior
bondholders since the residual, or equity, will not be there to absorb losses
anymore. In an uncertain situation of tranches with different interests, the least
risky course for the servicer is to pursue foreclosure — even though this may be
the least economically beneficial for investors as a whole.
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The Consumer Mortgage Coalition made just this point in a letter to FDIC
Chairman Sheila Bair, noting that servicers that modify too aggressively face
investor lawsuits. The letter noted that private securitizations typically do not
have an active manager to which the servicer can go for approvals.

‘While this passive structure may appear to give the servicer more
discretion, in fact, because of the lack of an active decision-maker from
which the servicer could obtain waivers of the usual requirements, no
entity exists with the authority to grant waivers. As a result, a servicer that
violates the terms of the [pooling and servicing agreement] faces potential
legal action from the securitization trustee and even from the securities
holders themselves. When a servicer agrees with a customer to reduce a
loan's interest rate or principal balance, the servicer is giving away the
investors' money, not its own. As a result, investors limit the servicer's
discretion to make significant modifications both through the servicing
contract and related guidelines.'?

Dilemma of Piggyback Seconds. Somewhere between one-third to one-half of
2006 subprime borrowers took out piggyback second mortgages on their home at
the same time as they took out their first mortgage.'> When there is a second
mortgage, the holder of the first mortgage has no incentive to provide
modifications that would free up borrower resources to make payments on the
second mortgage. At the same time, the holder of the second mortgage has no
incentive to support an effective modification,; which would likely cause it to face
a 100% loss; rather, the holder of the second is better off waiting to see if a
borrower can make a few payments before foreclosure. Beyond the inherent
economic conflict, dealing with two servicers is a negotiating challenge that most
borrowers cannot surmount.

Servicers Overwhelmed by Demand. The magnitude of the crisis has simply been
too much for many servicing operations to effectively respond. Hundreds of
thousands of borrowers are asking for relief from organizations that have
traditionally had a collections mentality, have been increasingly automated, and
whose workers are simply not equipped to handle case-by-case negotiations.
Many of these servicers are affiliated with lenders who are going bankrupt or
facing severe financial stress, and therefore they are cutting back on staff just as
the demands are increasing significantly. In addition, housing counselors and
attorneys have observed that even when top management expresses a desire to
make voluntary modifications, the word does not filter to the front-line staff.

Mismatched Incentives between Servicer and Investor. Foreclosures are costly —
often costing 40% or more of the outstanding loan balance — but these costs are
bore by investors, not servicers. In fact, servicers often charge fees by affiliates
for appraisals, foreclosure trustee services and other foreclosure-related services,
and so can have economic incentives to proceed to foreclosure since these fees are
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paid first after sale of the house following foreclosure, even where a loan
modification would be better for investors.'*

Since, for the various reasons listed above, servicers have not modified loans that are
proceeding directly to foreclosure in significant numbers, Congressional action is needed
to enable bankruptcy courts to order loan modifications. This will remove the threat of
investor lawsuit and therefore lead to voluntary modifications on a much larger scale than
has occurred to date. This legislation would be in the interest of borrowers and investors
alike.

2. Tweaking the bankruptcy code would actually improve the market.

Some industry groups are asserting that judicial modifications will negatively impact the
mortgage market.'> There is irony to this claim given that the current credit squeeze is
caused by the lack of adequate regulation. Absent such regulation, reckless lending
practices flourished, causing lender bankruptcies and investor losses. Investors reacted
abruptly (and belatedly) to stem further losses, causing a sudden, unplanned-for, and
highly disruptive liquidity crisis.

Be that as it may, the prominent independent economists I mentioned earlier do not
believe that the proposal will harm the market, and there is strong evidence that the
proposed reform will not adversely affect the availability of credit and, in fact, will help
stabilize the housing market. Such evidence includes the following:

~w - Expetience shows that past modifications worked well without adversely affecting the
availability of credit. For the fifteen years between the enactment of the 1978
Bankruptcy Code and the Supreme Court’s 1993 Nobleman decision interpreting the
Code to disallow modification of loans on primary residences, numerous bankruptcy
courts did allow modifications of mortgages on primary residences by placing the
portion above the market value of the house on par with other unsecured debts. There
1s no evidence that the cost or availability of credit for mortgages on primary
residences was negatively impacted in these jurisdictions during this time, either
compared to jurisdictions that did not allow modifications or compared to lending
patterns after 1993.16

¢ Bankruptcy modifications work fine for other types of assets. The claim that
allowing modifications of home mortgages will adversely impact the cost or
availability of credit is similarly belied by decades of experience in which bankruptcy
courts have been modifying mortgage loans on family farms in chapter 12,
commercial real estate in chapter 11,'® vacation homes and investor properties in
chapter 13, with no ill effects on credit in those submarkets. Debt secured by all of
these asset types, in addition to credit cards and car loans, are easily securitized even
though they can be modified in bankruptcy.*’

In its position paper distributed on Capital Hill, “Oppose Proposals to Modify
Mortgage Obligations During Bankruptcy Proceedings,” the Securities Industry and
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Financial Markets Association (SIFMA) argues that allowing bankruptcy judges to
modify mortgages on primary residences, would cause “major disruption in the
financial markets.” It uses two main pieces of evidence to support this claim. First, it
claims that loans on investment properties have higher interest rates and higher down
payment requirements because they can be modified in bankruptcy. Imust say, in
over a decade dealing with housing finance, I have never heard this argument before.
As Self-Help has recognized through our commercial lending operation and as the
Wall Street Journal concludes, these loans are simply riskier than loans on owner
occupied houses, since investors are much more likely to walk away than
homeowners. Second, SIFMA asserts that because of judicial modification, loans on
second homes and investment properties are more difficult to securitize. It then cites
an article in the trade publication Inside MBS & ABS to assert that only 9% of
mortgages on second homes are securitized. However, the reference cited for this
statistic makes this point about second liens, not second homes.” Most second
mortgages are in fact on primary residences, which are not subject to modification in
bankruptcy. Since both of SIFMA’s pieces of evidence do not withstand scrutiny,
their claim of market impact must be viewed with extreme skepticism.

Bankruptcy reform would impact only a fraction of all mortgages. We estimate that
the proposed changes to the bankruptcy law would allow 600,000 families who are
facing foreclosure to keep their homes.” While this number would significantly
reduce the severity of the current foreclosure epidemic, it only represents 1.4% of all
homeowner households with outstanding mortgages.

‘¢ Investors receive more from loan modifications than foreclosures. -For the 600,000
families whom we expect this legislation to help, the alternative to a loan
modification is foreclosure. This outcome is worse, not only for borrowers, but for
lenders as well. Chapter 13 would guarantee at least the market value of the property
that the lender took as collateral and would mandate that the borrower make regular
payments over three to five years on the difference between market value and the loan
balance. Conversely, under foreclosure, lenders receive only liquidation value, not
fair market value, with any remaining balance written off altogether. In addition,
there are significant expenses associated with foreclosure that would not arise under
Jjudicial modification: lenders face one to two year delays and incur high legal
expenses, not to mention the costs related to the maintenance and sale of the property.
Thus, subprime lenders or investors lose approximately 40% of the principal balance
of a loan that defaults.”® Finally, foreclosures have significant negative impacts on
surrounding property values. Therefore, to the extent a lender holds liens on other
properties in the area, loan modifications help protect the value of other collateral

Preventing foreclosures will preserve home prices and assist the overall housing
market. Foreclosures depress housing prices overall. Millions of families rot facing
Sforeclosure—those who have faithfully paid their mortgages on time—Ilose equity
through property value declines every time there is a foreclosure in their
neighborhood. Averting 600,000 foreclosures will save an additional $72.5 billion in
wealth lost by American families not facing foreclosure.”* This in turn will save local
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governments property tax revenues, as well as the significant costs of police and
administrative support that foreclosures require.” According to the Joint Economic
Committee, every new foreclosure can cost all stakeholders $80,000.%¢

o The cost of credit already reflects the risk that some loans will end in the loss of the
home to foreclosure. Because the Miller- Sanchez bill revised to include a means test
would provide for modifications only in those cases where without it the home will be
lost to foreclosure, and because modification is economically preferable to the
lender/investor than the cost and loss associated with foreclosure, it imposes no
additional risk, and hence, no further cost. Bankruptcy in this situation does not
cause default, it merely ameliorates it.

B. Misconceptions About the Proposal

I would like to address several other common misconceptions. One complaint about the
bill is that it seeks to reopen the 2005 bankruptey act, which has not been in place long
enough to justify changing. However, the proposal goes back to the 1978
implementation of the current bankruptcy code, when judicial modification was
instituted, bypassing the 2005 changes. In fact, the proposal can be looked at to
complement the 2005 act, which moved more borrowers from a chapter 7 liquidation plan
to a chapter 13 payment plan. However, when the mortgage on a principal residence is
not affordable and is the cause of the family’s financial distress, chapter 13 is ineffective;
this proposal would enable the chapter 13 plan that the 2005 act encouraged to work.
The only provision that even touches the 2005 act is the credit counseling provision.

- However, if modified to waive counseling only-when foreclosure sale is scheduled, it can
hardly be said to be a repeal of 2005, and the debt management counseling provided
before discharge would still be required.

Some who oppose the proposal are attempting to frame it as legislation that would benefit
speculators, investors and/or wealthy homeowners. In fact, the opposite is true: The bill
will benefit ordinary homeowners only. It will not have any impact at all on speculators
or investors; current law-—not the proposal — allows mortgage loan modifications by
speculators and investors. The bill would apply to ordinary homeowning families only,
and would extend to these families the protections that have long existed for all other
debtors and for all other debts. In fact, following a chapter 13 plan requires a family to
abide by a budget with severe limitations on living expenses overseen by a judge for
three to five years, hardly an option a wealthy family is likely to subject themselves to.

Another critique I have heard is that it is unreasonable or unfair to expect lenders to
modify the interest rate or principal balance of outstanding loans. To the contrary, the
proposal is designed so that lenders will recover more from the modification than from
the lender’s available alternative (foreclosure). Moreover, modifications, including
reducing and fixing interest rates and reducing the principal balance, are called for both
by Senator Dodd’s May 2007 Homeownership Preservation Principles (endorsed by
industry leaders), as well as all of the federal banking agencies and the Conference of
State Banking Supervisors. ¥’
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In related argument, some in the industry say that lenders and servicers cannot modify
troubled loans because of obstacles posed by securitization vehicles and the objections of
those who hold second mortgages. First, this is true only some of the time; in most
instances, where a borrower has defaulted or default is reasonably imminent, servicers
have authority to modify these loans. But those servicers who do not have such
authority, or who fear investor lawsuits, are exactly why the proposal is necessary:
bankruptcy judges can order modifications where lenders and servicers cannot not make
them voluntarily.

Similarly, opponents say that lenders should be given the opportunity to approve (or veto)
any proposed cram-down. However, the reality is that this is sometimes not possible,
given the legal obstacles that securitization can place on the servicer. Moreover, as noted
above, even where lenders or servicers have the authority to approve these changes, many
are reluctant to do so out of fear that any discretion they exercise will give investors a
basis for suing them. Empowering bankruptcy judges to order these changes will provide
lenders and servicers with the “cover” they need. Today we are seeing the results of
lenders’ inaction; leaving cram-downs to lender discretion would maintain the status quo
and allow the foreclosure epidemic and all its negative effects to continue expanding
unchecked.

Finally, some argue that only low-income people should be able to take advantage of

- judicial modification. However, people with incomes higher than their state median
income were deceived into taking an exploding ARM, and should therefore also receive

-+ the benefit of judicial modification. Fof an extra 0.65% over the teaser rate, recent
‘exploding ARM borrowers could have received a fixed rate loan and avoided the rate
reset.”® Instead, half of such borrowers in 2006 paid even more - an extra 1% or so - to
get a “stated income” loan, even though they had W-2s readily available. Also, 75% got
their loans from a broker, and most paid a higher interest rate over what they qualified for
and often a prepayment penalty to provide the broker with a yield-spread premium.

In addition, people who have higher-than-median incomes live in middle-class
neighborhoods that will be devastated by foreclosures resulting from their neighbors’
exploding ARMs. This will reduce everyone’s property values, including those faithfully
paying their mortgages, and reduce everyone’s wealth.

IV.  Conclusion
Much of my statement addressing arguments against bankruptcy reform, but let me end
by reminding you of all the reasons in favor of opening existing protections to

homeowners. The benefits and advantages are many:

e There would be no cost to the U.S. Treasury, and experience shows there would
be no negative impact on home credit.

10
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e This solution, particularly with the tweaks I have discussed today, narrowly
targets families who would otherwise lose their homes.

e This solution also helps families who live in the vicinity of potential foreclosures
by minimizing the amount of value lost in surrounding properties.

e And, finally, this solution not only helps homeowners, it is also better for
investors as a whole. Chapter 13 loan modifications are less expensive for lenders
and investors than the cost of foreclosures, and modifications would guarantee at
least the value of the property that the lender took as collateral. Moreover, a loan
modification ensures a continued stream of income—the borrower continues to
pay—and, to the extent the lender is involved with other properties in the area, it
prevents the further decline of overall property values.

By tweaking the bankruptcy code, Congress has an opportunity to help homeowners all
over the country, and the ripple effects emanating from that action will have positive
implications for families, local governments and the economy as a whole. I urge you to
take this crucial step to help homeowners struggling with abusive subprime mortgages
and thereby minimize the impact of the subprime crisis that ultimately will affect us all.

11
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ARTICLE FROM THE NEW YORK TIMES, DATED OCTOBER 8, 2007, TITLED
“THE AMERICAN DREAM IN REVERSE”

Ehe Neto Hork Bimes
The American Dream in Reverse
Qctober 8, 2007

For the first time since the Carter administration, homeownership in the United States is set to decline over
a president's tenure. When President Bush took office in 2001, homeownership stood at 67.6 percent. It
rose as the mortgage bubble inflated but is projected to fall to 67 percent by early 2009, which would come
to 700,000 fewer homeowners than when Mr. Bush started. The decline, calculated by Moody's
Economy.com, is inexorable unless the government launches a heroic effort to heip hundreds of thousands
of defaulting borrowers stay in their homes, :

These days, modest relief efforts are in short supply, let alone heroic ones. Some officials seem to think
that assistance would viclate the tenet of personal responsibility that borrowers should not take out loans
they cannot afford. That is simplistic.

The foreclosure crisis is rooted in reckless - and shamefully underregulated - mortgage lending. Many
homeowners - mainly subprime borrowers with low incomes and poor credit - are now stuck in adjustable-
rate loans that have become unaffordable as monthly payments have spiked upward. Their predicament
is not entirely of their own making, and even if it were they would need to be bailed out because mass
foreclosures would wreak unacceptable damage on the economic and social life of the nation.

The relief efforts so far have been too little, too late. In August, the White House established a program to
allow an additional 80,000 borrowers to refinance their loans through the Federal Housing Administration
- on top of 160,000 who were already eligible. That's not enough. Foreclosure filings soared to nearly
244,000 in August alone.

Federal regulators and Treasury officials are urging mortgage lenders and mortgage servicers to do their
utmost to modify loan terms for at-risk borrowers, but saying "please” hasn't worked. To be effective,
modifications must reduce a loan's interest rate or balance or extend its term, or some combination of the
three. Gretchen Morgenson reported recently in The Times that a survey of 16 top subprime servicers by
Moody's Investors Service found that in the first half of the year, modifications were made to an average of
only 1 percent of loans on which monthly payments had increased.

What's missing is executive leadership to bring together many players, including lenders, servicers,
bankers and various investors. All of them are affected differently depending on whether and how a
borrower s rescued, which makes it difficult to agree on a rescue plan. But all of them also made
megaprofits during the mortgage bubble. Under firm leadership, they could come up with a way to modify
many loans that are now at risk.

Democratic Congressional leaders have called on the Bush administration to appoint one senior official to lead
a foreclosure relief effort. The White House dismissed the idea, saying, in effect, that it's doing enough.

Congress should move forward on other remedies. The most important is to mend an egregious
flaw in the current bankruptcy law that prohibits the courts from modifying repayment terms of
most mortgages on a primary home. Two bills, one in the House and one in the Senate, would
treat a mortgage like other secured debt, allowing a bankruptcy court to restructure it so that it's
affordable for the borrower. That would give defaulting homeowners and their advocates much
needed leverage in dealing with lenders and servicers. Creditors would presumably prefer to cut a
deal with a borrower rather than be subject to the decision of a bankruptcy judge.

The administration and Congress should work to avoid mass foreclosures. Meanwhile,
bankruptcy reform would give borrowers a shot at keeping their homes.
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LETTER TO THE HONORABLE JOHN CONYERS, JR., CHAIRMAN, COMMITTEE ON THE JU-
DICIARY, AND THE HONORABLE LAMAR SMITH, RANKING MEMBER, COMMITTEE ON

THE JUDICIARY

October 22, 2007

The Honorable John Conyers
Chairman

Committee on the Judiciary

2138 Rayburn House Office Bldg.
Washington, DC 20515

The Honorable Lamar Smith
Ranking Member

Committee on the Judiciary

2138 Rayburn House Office Bldg.
Washington, DC 20515

Dear Chairman Conyers and Rep. Smith:

The undersigned represent a diverse group of consumer, civil rights, labor,
housing, lending and community organizations. We are writing to express our strong
support for the legislative initiative embodied in H.R 3609, the Emergency Home
Ownership and Mortgage Equity Protection Act of 2007. Such legislation will bring
desperately needed assistance to families on the brink of losing their homes.

Predatory lending practices and declining real estate markets threaten hundreds of
thousands of American families with the imminent loss of their homes to foreclosure.
For many families, the precipitating event will be a catastrophic rate increase on an
inappropriate “exploding” subprime adjustable-rate mortgage loan. As devastating as
foreclosures have been to date, they are expected to accelerate dramatically during 2008,
when a large number of loans are scheduled for a rate reset.

This is a nationwide crisis that is engulfing not only for individual families, but
also for neighborhoods and entire communities. One important solution to this serious
problem is to give consumers on the brink of losing their homes more flexibility to
restructure their loans in bankruptcy. H.R. 3609 would eliminate an inequity in the law
that currently denies borrowers protections for their primary residence that the law has
long granted to wealthier borrowers with respect to their vacation homes or investment
properties.

The inability of courts to modify loans on primary residences dates to the
enactment of bankruptey legislation in 1978. At that time, mortgage loans were nearly all
fixed-interest rate instruments with low loan-to-value ratios and were rarely themselves
the source of a family’s financial distress. This is no longer the case. Preventing the
modification of home loans for primary residences makes no sense in an age of subprime
exploding ARMs where the mortgage itself causes financial crisis. Unless bankruptcy
courts have the authority to modify such loans at reset, particularly in areas of property
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depreciation or where there were fraudulent appraisals, hundreds of thousands of families
will be unable to keep their homes.

The Emergency Home Ownership and Mortgage Equity Protection Act would
help families save their homes, without any cost to the Treasury, and ensure that lenders
recover at least what they would in foreclosure. Distressed homeowners deserve
effective and meaningful safeguards in bankruptcy that will allow them to strip down
their mortgages to the value of their home so that they can “pay and stay.”

‘We congratulate the Committee for addressing this issue with the sense of
urgency it deserves. It is our hope that the clear recognition from both sides of the aisle
that distressed homeowners need additional tools to save their homes will result in speedy
passage of this urgently needed reform.

Respectfully,

ACORN

AFL-CIO

Central Hlinois Organizing Project

Center for Responsible Lending

Consumer Action

Consumer Federation of America

Leadership Conference on Civil Rights
National Association of Consumer Bankruptcy Attorneys .
National Community Reinvestment Coalition
National Council of La Raza

National NeighborWorks Association
National Women’s Law Center

Rainbow PUSH Coalition

Service Employees International Union

The Reinvestment Fund

U.S. PIRG

cc: All Members, House Committee on the Judiciary
Rep. Brad Miller
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MEMO FROM THE CONGRESSIONAL RESEARCH SERVICE (CRS)

o n Congressional
r,@fl-ﬁ.’ese@rclh

Service

Memorandum _ - October 18, 2007

TO: Honorable Brad Miller ‘
Attention: Michael Canning

FROM: Mark Jickling :

' Specialist in Financial Economics

Government and Finance Division

SUBJECT: 1978 Bankruptcy Legislation and Secured Lending

This memorandum responds to your request for information bearing on the question of
whether changes to the barkruptey code in 1978 affected the market for secured debt. The
Bankruptcy Reform Act of 1978 (P.L. 95-598), which tock effect on October 1, 1979,
permitted the bankruptey court to write down the amount of certain secured debt to the
Tarket value of the collateral, This provision did not apply to mortgages for principal
sesidences. Since the changes amount to an increase in credit Tisk for secured lenders, the
question is whether they responded by raising the price or Timiting the availability of credit.
T s0, one ought to observe a divergence in credit conditions between secured debt subject to
Teduction by the bankruptcy court (e.g., commercial real estate Joans) and the single-family
residential mortgage market, where the conrt does not have the same authority to revise the
terms of debt contracts.

The table below presents data from the Federal Resetrve’s Flow of Funds Accounts on
the net credit flows! into three segments of the mortgage market: single-family homes, multi-
family residences, and commercial mOTtgages. The table shows the dollar value of net lending
in each sector and the percentage that each represents of total credit market borrowing by all

ponfinancial sectors.

 Ifthe change in bankruptcy law had a significant impact on credit markets, we would
expect to observe it around 1980, the first full year after the effective date. The data show
a sharp decline in residential mortgage lending — both single- and multi-family — between
1979 and 1982. Tn commercial mortgages, onthe other hand, there is a slight decline between

i The Feds flow statistics do not measure total fransactions, but rather net transactions with Tespect
o seofors and financial instruments, For example, nonfinancial businesses may write checks causing
trillions of dollars of demand deposits to move ‘between banks, but the Flow of Funds statistics will
report only the net change in deposit balances for that sector. .

Congressional Research Service Washington, D.C. 20540-7000
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CRS-2

1979 and 1980 and strong growth over the next few years. Thus, the hypothesis that the
1978 law acted as a drag on secured lending other than single-family home mortgages finds
10 support in these data. Of course, market conditions around 1980 were highly unusual: in
late 1979, the Federal Reserve severely tightened monetaty policy to combat inflation,
resulting in very high interest rates and followed by tecessions in 1980 and 198182, Itis
possible that the bankruptcy amendments did raise the cost and limit the availability of secured

- credit (other than for home mortgages) but that this effect was swamped by other market
forces. The data simply suggest that if such an effect was present, it was not a major factor

in the market.

1t is not possible to make the same comparison between moﬁgage sectors based on the
price of credit, because the Federal Reserve does not publish a data series on interest rates
for commercial real estate lending (or any other rate that seems to be a suitable Proxy).

-¥f more information is needed, please call me on 7-7784.
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Ms. SANCHEzZ. How are we doing with the microphones down
there? Okay.

Mr. Drew Brewer, we will try this one more time. We invite to
you open your testimony.

TESTIMONY OF WILLIAM E. BREWER, JR., ESQ., THE BREWER
LAW FIRM, RALEIGH, NC, ON BEHALF OF THE NATIONAL AS-
SOCIATION OF CONSUMER BANKRUPTCY ATTORNEYS

Mr. BREWER. Okay. Working good now.

Chairwoman Sanchez, Ranking Member Cannon and Members of
the Subcommittee, I am grateful to have the opportunity to offer
testimony today that hopefully will facilitate congressional action
that will enable many thousands of your constituents to avoid los-
ing their homes to foreclosure. My name is William E. Brewer, Jr.,
and I am on the Board of Directors of the National Association For
Consumer Bankruptcy Attorneys.

From that title, you might conclude that I am an officer in this
battle over the proposed amendments of the bankruptcy law, but
I am just a foot soldier. I practice law in Raleigh, North Carolina,
as a sole practitioner. From my 20 years of representing debtors,
I know as much or more as any person in this room about debtors.
What they are like, what motivates them, what gets them in finan-
cial trouble, the great lengths to which they will go to avoid filing
bankruptcy. These things I know, and that is a perspective I bring
to this debate today.

I consult every day with clients who face the stark reality of los-
ing their homes to foreclosure. When I look into their faces, I see
fear and hope; fear that they are going to lose their homes, but
hope that I, through the bankruptcy process, can help them save
their home. Unfortunately, with increasing frequency, I am forced
to confirm their fears and eliminate their hopes.

Here is a typical dialogue.

I say: If you are going to keep your house, you have to resume
making your full house payments.

The client says: But they are too high. That is why I am here.

Me: I know but that is the rule.

Client: Well, I was making them at first, but the payments kept
going up. They are $500 more now than when I started. Doesn’t the
bankruptcy law allow me to reduce the amount of the debt or the
interest rate? You said we could do that on my car. My house is
more important than my car.

I say: I know. It makes no sense. But calling Congress can
change it.

The culprit, as you know, is section 1322(b)2 of the Bankruptcy
Code, which prohibits the modification of loans secured solely by a
debtor’s principal interest. The blanket bar to modification is
unique to home loans. For example, a debtor who owns residential
rental property can modify a loan secured by property.

The solution is simple, remove the bar to modification. The mort-
gage industry opposes any change to the anti-modification provi-
sion. Others propose that the bar be removed only as to these 2/
28 adjustable rate mortgages and that the bar continue to apply
only to future loans.
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Unquestionably, the bar to modification should be eliminated
across the board to existing and future loans. Though ARMs rep-
resent the bulk of these troublesome loans, there are a plethora of
other subprime loans and other predatory high-interest loans in the
market contributing to the foreclosure crisis. The homeowners
trapped in these loans are no less deserving than the ARM bor-
rowers of a chance to save their homes from foreclosure. Congres-
sional policy that grants relief to one and not the other has no de-
fensible rationale. The same is true for future loans.

The mortgage industry created a mortgage market predestined
for disaster. Through the fragmentation of the various segments of
the industry and the securitization of mortgage, it promoted the
meteoric rise in the issuance of these ill-advised 2/28 ARMs. The
mortgage brokers and the loan originators either didn’t pay atten-
tion to the fact or perhaps just didn’t care that these loans were
no good. They made their money and passed the risk of loss up the
line through securitization.

Metaphorically, the disaster created by the mortgage industry is
a conflagration, putting people out of their homes all over this
country. The incendiary device are these exploding ARMs. The fire
must be put out.

As more and more homes are foreclosed, property values are
driven lower and lower, and neighborhoods are being destroyed.
The industry claims it will get the fire under control with its vol-
untary modification program. Do we really want to turn over that
responsibility to the people who started this mess by playing with
matches?

In conclusion, you were elected to deal with this kind of problem.
I implore each of you, whether you be Democrat, Republican, Blue
Dog Democrat to cooperate in a bipartisan way to enact this legis-
lation which is so badly needed by so many homeowners. While
these financial fires continue to burn, don’t just sit here in Wash-
ington playing your fiddles.

[The prepared statement of Mr. Brewer follows:]
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PREPARED STATEMENT OF WILLIAM E. BREWER, JR.

Chairman Sanchez, Ranking Member Cannon and member of the Subcommittee, thank
you for the opportunity to appear before you today to testify on the need to enact

legislation to help homeowners prevent the loss of their homes through foreclosure.

Tam William E. Brewer, Jr. I practice law in Raleigh, North Carolina, as a sole
practitioner, where T represent debtors in bankruptcy cases. Tam a certified specialist in
consumer bankruptcy law by the North Carolina State Bar Board of Legal Specialization
and serve on the Board of Directors of the National Association of Consumer Bankruptcy
Attorneys (NACBA). I appear today on behalf of NACBA, its more than 2700 members,
and most importantly, their future clients who face the real prospect of losing their homes
to foreclosure. My testimony comes from the perspective of consulting each and every
working day with clients who come to me in hopes that T can help them hold on to the

key ingredient of the American Dream, home ownership.

First, I want to commend you, this Subcommittee and your colleagues, Representative
Miller and Representative Chabot, for recognizing the urgent need for immediate action
to help distressed homeowners save their home from foreclosure. We are pleased to see
that there now is clear recognition from both sides of the aisle in Congress that distressed
homeowners need additional tools to save their homes from foreclosure and that
America’s long-established bankruptcy safety net should serve as an essential part of that
solution. Second, I urge Congress to enact H. R. 3609. I will not repeat the testimony

this Subcommittee has already received from other witnesses in prior hearings as to the
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nature and extent of the crisis in the home mortgage market that created the need for H.R.
3609 and the other similar bills introduced in the House and the Senate. Suffice it to say
that home foreclosures are at historical high levels, and many of your constituents are

destined to be put out of their homes if you do not take the appropriate remedial action.

Homeowners are trapped in high interest mortgages with payments that adjust upward to
the point that they simply cannot afford to make them. Many of these loans are the
adjustable rate loans that have original “teaser” rates that the borrowers can afford, but
are set to adjust two years after the loan is made and every six months thereafter. The
contractual provisions on these loans are such that substantial increases in payments are
certain. However, the problem is not limited to adjustable rate loans. Many homeowners
facing foreclosure executed fixed-rate, high interest loans with subprime lenders.
‘Whether the looming foreclosure arises out of an adjustable rate or fixed-rate loan, the

loss of the home is the same. Both types of borrowers need the help of Congress.

The most effective remedy available to homeowners facing foreclosure is to file a
bankruptcy under Chapter 13 of the Bankruptcy Code to stop the foreclosure. Under
existing law, for debtors to successfully utilize Chapter 13 to stop a foreclosure and keep
their home, they must resume making their contractual mortgage payments upon the
filing of the bankruptcy and “cure” (i.e., catch up) arrears in payments existing when the
bankruptcy is filed. With respect to these high interest loans, whether adjustable or fixed-
rate, existing law prevents a debtor from remedying the financial circumstance that

created the problem in the first place, i,e., a mortgage payment that the debtor cannot

[Se]
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afford to pay. This is so because section 1322(b)(2) of the Bankruptcy Code prohibits a
debtor from modifying a loan secured solely by real property that is the debtor’s principal
residence. As this Subcommittee knows from the prior testimony, this prohibition on the
modification of the terms of the loan is unique to loans on a primary residence. In the

face of foreclosures at epidemic levels, the useful life of this provision has ended.

H.R. 3609 would allow a debtor to modify a home mortgage by reducing the amount of
the debt to the fair market value of the praperty, if the property is worth less than the
amount of the debt, and to pay that debt at reasonable rates in accordance with existing
Supreme Court precedent. Similar bills pending in Congress also amend the anti-
modification provision to a lesser degree. From the perspective of someone who must
first advise clients as to their options under the law and then attempt to appropriately
apply the law for the benefit of clients. T urge Congress to enact legislation that is not
only clear in its meaning, but free of cumbersome conditions that create ambiguities in its
application or hurdles in its implementation. Neither debtors, nor creditors, nor the courts
are served well by legislation that creates needless issues to litigate. For Chapter 13 to

function as it should, the process must be efficient and easy to implement.

It is my understanding that the mortgage lenders oppose this legislation. One might
assume from that opposition that the enactment of this legislation represents a zero sum
game — that is, every dollar saved by a debtor in modifying a home mortgage loan is a
dollar lost by the mortgage lender. Such a circumstance would arise only if one assumes

that in the absence of the modification, the homeowner would continue to comply with
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the contractual terms of the loan. From my experience of delving into the financial
circumstances of these homeowners on a daily basis, I know that compliance with the
terms of the loan is not one of the options. In the absence of the modification of the loan,
the homeowner will eventually have to give up the home. Whether this “surrender” of
the home occurs in connection with a Chapter 7 or Chapter 13 bankruptcy, or with no
bankruptcy, the mortgage lender will eventually have to foreclose on the home. The time
frame under North Carolina law in which the property can be foreclosed, with an
intervening bankruptcy, is three to six months. The home will sell for no more than its
fair market value. In fact, in most cases these homes sell for substantially less than the
fair market value. (From my experience, homes sold in foreclosure generally sell for
only 70-75 percent of the actual fair market value.) If the lender is the high bidder and
purchaser at the foreclosure sale, it must then maintain the home until it can liquidate it

and bear the costs of liquidation.

As intended, the homeowners will benefit from a newly-created right to modity home
mortgages. They gain an enhanced opportunity to retain their homes. However, not so
expectedly, the mortgage lenders will also fare better under these modifications. In the
absence of the modifications, the mortgage lenders will suffer the substantial losses
arising out of the scenario set out in the previous paragraph. Conversely, with the
modifications of these loans the mortgage lenders receive a stream of payments at

reasonable market rates for the entire debt or the value of the property, whichever is less.

The mortgage lenders’ protestations that the bankruptcy law does not need to be amended
to allow the modification of home loans because mortgage lenders are voluntarily

working with homeowners to modify these subprime loans are hollow. First, it is far
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from clear that these “modifications” being offered by the subprime lenders are
meaningful in substance. The mortgage lenders convinced the homeowners in the first
place that they can atford to pay these subprime loans. It is certainly likely that they can
convince these homeowners that they can comply with modification terms that are

unrealistic and designed not to prevent. but only delay, the inevitable foreclosure.

Secondly, these voluntary modifications will reach only a small percentage of defaulting
homeowners. To save their homes, the vast majority of these homeowners will have to
resort to some remedy other than the mortgage industry’s voluntary modification
programs. The mortgage industry created this financial “Titanic” via the fragmentation of
the industry and the “securitization” of the home loans which allowed each segment to
make profits and pass the risk up the line. Now that the ship has hit the iceberg, T submit
that Congress should view with skepticism the industry’s contention that it has enough

lifeboats to save the passengers.

Assuming for the sake of argument that my view of the effectiveness of the industry’s
medication programs is wrong, and some significant portion of the these loans will in fact
be meaningfully modified, the need to allow modification of home loans in bankruptcy
still exists. Clearly, a significant portion of these homeowners will not successfully
modify their loans outside of bankruptcy. They, too, deserve an opportunity to save their
homes from foreclosure. If the industry is sincere about the desire to allow homeowners
to save their homes through a modification of these subprime loans, it is difficult to
understand why it opposes the modification of these loans through bankruptcy. What
difference does it make whether the loan is modified through an industry created

modification program or through a bankruptcy? In fact, the modification through the
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bankruptcy process will be the most cost effective and orderly means of modification.
The debtors, through their payments of fees and costs for the bankruptcy, will bear the
expense of the modification. The lenders will save the administrative costs, which must
be significant, associated with evaluating, processing, and documenting modifications

outside bankruptcy.

Another argument made by the industry is that to allow the modification of home loans in
bankruptcy will create a flood of debtors, who are having no difficulty in meeting their
obligations on their debts, who will file bankruptcy for the sole purpose of “refinancing”
their home loans. The argument is unfounded. I have been representing debtors in
bankruptcy proceedings for over 20 years, and I state without reservation that borrowers
who can and who are meeting their financial obligations do not file bankruptcy to take
advantage of bankruptcy laws that allow them to eliminate or modify financial
obligations. Bankruptcy remains the refuge of last resort for those who can’t pay their
debts. Today, the bankruptcy law allows people to modify their car loans by reducing the
amount of the debt to the value of the vehicle and the interest rate to a reasonable rate.
Yet, I have never had a car owner come to see me about filing bankruptcy saying,
“Mr.Brewer, I am having absolutely no difficulty in paying my car loan and other debts,
but T heard that T might be able to reduce my car loan payments if I file bankruptcy. T
would like to do that.” There is no good reason to believe that homeowners will be

induced to file bankruptcy just to obtain lower mortgage payments.

Likewise, the mortgage lenders’ argument that the right to modify home mortgages in
bankruptcy will increase the costs of home mortgages to everyone and detrimentally “dry

up” mortgage loans, appears to be a stretch. First, the percentage of loans that will ever
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be modified in bankruptcy, as a percentage of the total mortgage loans written, is so small
that the effect will be de minimis, Secondly, when viewed through the prism of the effect
that the right in a bankruptcy to modify loans secured by other types of collateral has had
on the cost and availability of such loans, the argument loses any remaining
persuasiveness. Loans on investment property can be modified, yet those loans are
available. Tdon’t know of anyone ever suggesting that the rates on these loans have been
increased because of the fact that they can be modified in a bankruptcy. The same can be

said of car loans, which also may be modified.

With every loan there is a risk of default, and through the underwriting process that
assessed risk is a component of the interest rate charged for the loan. Sometimes the
default results in a bankruptcy, but bankruptcy does not creare the risk of default or the
loss arising out of the default. Bankruptcy laws do have an impact on how the debtor and
creditor sort out the effect of the default. As established earlier in my testimony, the
ability to modify a defaulted home loan in bankruptcy in most cases decreases rather than
increases the mortgage lenders loss. Therefore, the argument that the ability to modify

loans increases the risk of loss and the rate of interest does not withstand scrutiny.

Bankruptcy relief, especially relief through Chapter 13 is about second chances and
preserving assets essential for debtors and their families to maintain a dignified life. No
asset is more essential than the home. In fact, obtaining and retaining a family’s home is

the American Dream. In the absence of the enactment of this legislation, many of your
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constituents will be victims of a cruel hoax—a hoax in which home ownership was but a

temporary illusion.
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Ms. SANCHEZ. Thank you, Mr. Brewer. I appreciate your testi-
mony.

And at this time, I would invite Mr. Kittle to begin his testi-
mony.

TESTIMONY OF DAVID G. KITTLE, CMB, CHAIRMAN-ELECT,
MORTGAGE BANKERS ASSOCIATION, WASHINGTON, DC

Mr. KiTTLE. Thank you, Madam Chairman, Ranking Member
Cannon. Thank you for the opportunity to testify before you on this
most important issue.

H.R. 3609 is a well-meaning attempt to close what is mistakenly
described as a bankruptcy loophole and to ensure that people don’t
lose their homes to foreclosure with no material effect on the real
estate financial system. Unfortunately, this bill will have a dev-
astating impact on current and future homeowners. This legislation
would repeal anti-modification protections on home loans that have
been in existence since the Bankruptcy Act of 1898 and that were
confirmed by the Bankruptcy Code of 1978 and by unanimous Su-
preme Court in 1993.

These protections are not loopholes. They were created by Con-
gress to ensure the continued lowered cost and free flow of mort-
gage credit for primary residences. The anti-modification protec-
tions are sound public policy and have helped generations of fami-
lies by keeping mortgage interest rates down. Changing the law
will have serious consequences for home buyers, homeowners with
existing mortgages. The hardest hit will be people in areas with de-
clining home prices.

Members of this Committee have discussed their goal of keeping
people in their homes. We at the Mortgage Bankers Association
share that goal. It pains all of us and me personally to look at the
statistics and the real families behind them. None of us wants to
see a family pushed out of their home. Current law already pro-
vides sufficient protection to keep borrowers in their homes. As
soon as a borrower in foreclosure files for bankruptcy, the fore-
closure is stayed. The borrower is then allowed 3 to 5 years to
repay their delinquency without fear of foreclosure if they pay their
bills on time. By reorganizing and ultimately discharging the unse-
cured debts, money is freed up to pay the mortgage and arrearage.

H.R. 3609 would have a tremendous impact on the mortgage fi-
nance system. If this bill becomes law, we believe mortgage rates
would jump significantly, going up 1.5 to 2 percent for everyone
taking out a loan, holding loan terms, credit, the economy and ev-
erything else constant. Our home finance system is based soundly
on the idea that mortgage debt is secured lending. If borrowers do
not pay their bills, the lender can take possession of the home and
partially recover from the bad debt.

The current security and protections in bankruptcy mean that
home lenders are not taking as much risk as creditors take with
them. For example, credit cards. This is why, at the most basic
level, you pay more interest on unsecured debt, such as credit
cards, than for a mortgage. If you chip away at the security created
on home mortgages—and this bill is not a small chip; it is a sledge-
hammer attack—you chip away at the entire core of the mortgage
finance system.
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In order to account for the added risk, you will add significant
cost to obtaining a mortgage. What does this mean? Assume you
take out a 30-year fixed rate mortgage for $300,000 in today’s mar-
ket. If you are a prime borrower, you will receive a rate of about
6 percent with no points, giving you a principal and interest pay-
ment of about $1,800 per month. If you pass this bill, we estimate
the same loan at the same terms could cost as much as 8 percent.
That increases your payment to about $2,200 per month. This will
be an increase of $400 per month, $4,800 per year, for a total over
$144,000 over the life of a loan. This is a massive backdoor tax in-
crease on homeowners.

Members of the House can take considerable pride in the steps
you have taken already to address the problems in the mortgage
market. You have passed legislation giving the Federal Housing
Administration a greater ability to help troubled borrowers refi-
nance. You have made it possible for people to exclude discharges
of debt on primary residences from gross income, saving borrowers
from higher tax bills. The House has passed GSE reform and estab-
lished an Affordable Housing Trust Fund. The Financial Services
Committee is working on a bill to ensure that the problems we
have recently seen never happen again. Chairman Frank intends
to have that bill on the floor of the House by the end of this year.

I urge you to reconsider your support for the bill and assure you
that we will work with the House in addressing the mortgage cri-
sis. This bill is not the answer to the problems, and we urge you
to oppose it. Thank you.

[The prepared statement of Mr. Kittle follows:]
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Madam Chairwoman, Ranking Member Cannon and members of the Committee,
| am David G. Kittle, CMB, President and Chief Executive Officer of Principle
Wholesale Lending, Inc. in Louisville, Kentucky and Chairman-Elect of the
Mortgage Bankers Association (MBA).! | appreciate the opportunity to appear
before you today to testify on behalf of MBA and the mortgage industry
concerning legislation that would alter the treatment of home mortgages under
Chapter 13 of the Bankruptcy Code and seriously disrupt the U.S. home
mortgage market.

The legislation in question is H.R. 3609, the “Emergency Home Ownership and
Mortgage Equity Protection Act of 2007,” introduced by Representative Brad
Miller (D-NC) and Chairwoman Linda Sanchez (D-CA). It makes key changes to
Chapter 13 of the Bankruptcy Code including:

. removing anti-modification protections afforded to all mortgages
secured by principal residences (‘home mortgages”);

. permitting modified home loans to be repaid beyond the term of the
Chapter 13 plan, which today cannot exceed five years; and

. eliminating the requirement to obtain credit counseling before the
debtor can file for bankruptcy.

If these provisions were enacted, it would increase the cost and reduce the
availability of mortgage credit for principal residences. For these reasons, MBA
opposes the passage of H.R. 3609.

Today, a mortgage secured by the principal residence of a debtor cannot be
modified in bankruptcy. This policy has been in existence over 100 years, since
the Bankruptcy Act of 1898, and is a cornerstone to an efficient U.S. residential
mortgage market. The protection provided to home mortgages was not a
loophole or oversight. It was a deliberate act of Congress to ensure the
continued low cost and free flow of home mortgage credit. (See Legislative
History, Attachment A). A shift in public policy to remove such protections and
encourage debtors not to pay their contractual mortgage obligations would
dramatically change the residential mortgage market. H.R. 3609 introduces
significant new risks for home lenders, investors and loan servicers. These risks
include the ability to set aside mortgage contracts and modify interest rates and

" The Mortgage Bankers Association (MBA) is the national association representing the real estate finance
industry, an industry that employs more than 500,000 people in virtually every community in the country.
Headquartered in Washington, D.C., the association works to ensure the continued strength of the nation's
residential and commercial real estate markets; to expand homeownership and extend access to affordable
housing to all Americans. MBA promotes fair and ethical lending practices and fosters professional
excellence among real estate finance employees through a wide range of educational programs and a
variety of publications. Its membership of over 3,000 companies includes all elements of real estate finance:
mortgage companies, mortgage brokers, commercial banks, thrifts, Wall Street conduits, life insurance
companies and others in the mortgage lending field. For additional information, visit MBA’s Web site:

vy mortgagebankers org.
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other terms. It would also allow liens to be stripped down to the fair market value
of the underlying properties, although the bill does not define fair market value.

Impact of H.R. 3609 on Mortgage Financing Costs and Terms

Lenders, securitizers and loan servicers would have to take various precautions
to avoid or offset the significant new risks H.R. 3609 would impose. Such
precautions would include increasing interest rates and other compensation,
tightening credit standards, requiring larger downpayments and restricting credit
in declining markets. Failing to take such precautions would be unsound
business management.

MBA was asked to estimate the severity of changes borrowers could face if H.R.
3609 were enacted as proposed. In general, we believe based on our
preliminary estimates that downpayments would be required in the order of 20
percent or more,? as are currently required for mortgages secured by investment
properties. Of course, there is some flexibility on this requirement as points are
assessed in inverse proportion to the amount of the downpayment. In other
words, a borrower can pay an extra point or more to make a 10 percent
downpayment instead of a 20 percent or higher downpayment.

Rates and downpayment terms would no doubt vary among lenders, but it is very
clear that it would be difficult for borrowers to get high loan-to-value (LTV) loans.
The reason for this result is that if a lender is exposed to 95 percent of a
property’s value and a sizeable amount is forgiven, the lender cannot recoup that
money. In addition to higher downpayments, we estimate, based on current
pricing for mortgages on investment properties, that a borrower is likely to pay
one to three points on the entire loan amount, depending on the size of the
downpayment, and an additional 3/8 of a percent in mortgage interest rate. To
explain this in terms of pure interest rate (versus a combination of rate and
points/fees), we estimate that borrowers would see a 200 basis point jump in
interest rates with a 5-10 percent downpayment home mortgage, with no points
or fees at closing.

The need for the additional costs and higher downpayment is straightforward.
Losses on any foreclosure are high and lenders are always subject to
fluctuations in real estate prices for the value of any collateral recovered. For
example, if the terms of the debt are subject to an appraisal conducted years
after origination and the courts can strip down the lien to the current fair market
value, then the security interest in the collateral and the fundamental nature of
secured home lending will differ. Bankruptcy filings will no doubt skyrocket as
borrowers will seek the incentives H.R. 3609 creates. The severity and velocity
of bankruptcy cram downs will be comparable, if not higher, than rates and

2 It is unclear whether mortgage insurance would be available to offset this requirement. If insurers were
willing to accept the risk of strip down, the cost of mortgage insurance would increase. Mortgage insurance
is not available on weaker credit borrowers.
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losses from foreclosure on investment properties3 as bankruptcy attorneys will
aggressively advertise to borrowers whose homes have declined in value,
whether or not the borrower is in default, and when interest rates decline,
advertise to all borrowers that bankruptcy provides an inexpensive method to
refinance. The cost of defending these bankruptcy cases will be staggering to
the industry.

It is important to understand what this bill does, to understand why it will so
drastically affect the mortgage market and why MBA opposes its passage. In
addition to the risk described above, other risks are introduced that are perhaps
unintended, but which have serious consequences for all players in the mortgage
market. We would like to discuss the full range of risks in greater detail, which
will illustrate why mortgage rates and terms will change so dramatically.

Key Provisions of H.R. 3609 Introduce Substantial New Credit Risk
A. Permits Modifications and Strip Down of Home Mortgages

As stated above, the bill amends section 1322(b)(2) of the Bankruptcy Code,
which currently prohibits bankruptcy judges from modifying the terms of
mortgages secured by “principal residences” in Chapter 13. The bill would permit
bankruptcy courts to change the terms of the mortgage without the lender’s
consent (often referred to as a “cram down”), including modifying the interest
rate, extending the maturity date, capitalizing arrearages and reamortizing the
loan. In addition, judges would be granted the authority to “strip down” a secured
home mortgage. A strip down (sometimes also known as a “lien strip”) is a type
of cram down that effectively converts that portion of the secured debt that
exceeds the fair market value of the home into unsecured debt. The unsecured
portion is treated like other unsecured debt, which is generally paid little or
nothing through the Chapter 13 Plan, and is discharged upon successful
completion of the plan.

The maodification provision in H.R. 3609 applies to all loans secured by principal
residences, not just the narrowly defined classes of abusive mortgages that
members of Congress claim is the reason for this drastic change in public policy.
Needless to say, this broad application of cram downs to the entire spectrum of
mortgage products introduces substantial new risks into first mortgage and home
equity lending on principal residences.

3 Unlike foreclosures, borrowers do not lose their assets in a Chapter 13. Rather the borrower receives a
key benefit by imposing losses on the lender or investor. Because of this combination, the decision to file
bankruptcy becomes significantly driven by economics (since home loss is not a factor). If the decline in
property value is significant enough, the homeowner will have an incentive to seek cram down benefits
comparable to an investor seeking to dispose of an underwater or financially draining asset.
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B. Eliminates Substantial Controls

In addition to permitting cram downs of home mortgages, H.R. 3609 goes farther
and removes significant controls that virtually ensure that bankruptcy filings will
skyrocket. H.R. 3609 creates a quintessential moral hazard. Today, the
Bankruptcy Code generally allows mortgages other than those secured by
principal residences of the debtor to be crammed down. However, if such loans
are crammed down, the debtor must pay the entire amount of the secured claim
within the three-to-five-year duration of the Chapter 13 plan.* ® For example, if a
mortgage contract of $150,000 gets stripped down to $100,000, the debtor must
pay the entire $100,000 within three-to-five years in equal monthly installments.
This control limits unbridled runs on the bankruptcy court whenever property
values or rates decline. This control, however, is stripped from the rights of
creditors by allowing the modified debt to be paid over a term longer than the
Chapter 13 plan, which currently cannot exceed five years. H.R. 3609 thereby
ensures more borrowers will seek Chapter 13 Bankruptcy.

Of course, consumer groups argue that the bill will not substantially increase
creditor risk or mortgage costs because cram downs of second homes and
investor properties had minimal impact on rates since protections were removed
on those property types in 1978. Consumer groups fail to mention the whole
truth.

In addition to the restriction mentioned above, vacation homes and investment
properties seldom get to the point of cram down because there is generally little
reason to cram down these loans. A vacation home clearly is not necessary to
provide a roof over the borrower’s head and with no equity, and little or no
income, is a burden on the estate. Likewise, an investor property that has no
equity and a negative cash flow is not necessary for reorganization and is a
burden on the estate.® Thus, cram down of these types of loans is seldom
attempted. Instead, the lender obtains termination of the automatic stay and the
property is foreclosed without stripping down the lien. Conversely, a principal
residence is essential to the reorganization of the borrower and thus if H.R. 3609
is enacted, courts will not release these assets from the stay and judges will be
required to impose cram downs.

Because H.R. 3609 also removes the credit counseling requirement when the
debtor is in foreclosure, the bill removes the final control against unfettered
bankruptcy filings. Congress enacted the pre-filing counseling requirement to
assure that debtors in financial difficulty had the benefit of two independent

411 USC 1322(d)(2007). See also In re Enewally, 368 F.3d 1165 (9" Cir., 2004).

* The unsecured portion of the claim that gets crammed down gets an apportioned payment to the extent
there is additional income or cash that can support those payments. If there are no funds remaining to pay
unsecured creditors after paying secured and priority claims, the unsecured creditors receive nothing and
the unsecured debt is discharged upon termination of the plan.

® Investment properties with no equity but with a positive cash flow are still subject to repayment during the
3/5 year term of the plan and thus seldom get crammed down.



116

sources of information — approved non-profit counselors, and bankruptcy
attorneys. Credit counselors are well versed in housing assistance that can help
a borrower save his home without filing bankruptcy.

There is no doubt that the impact of the modification provision combined with
elimination of all creditor protections will result in increased Chapter 13 filings.
The considerable incentive of financial gain to the borrower will ensure that cram
downs on home loans will skyrocket over the rate of existing cram downs on
second homes and investor loans. Lenders will be forced to control or offset
these costs through higher interest rates, points and fees; tighter underwriting
restrictions; and bigger down payments. In addition, we believe that lenders and
servicers would have a fiduciary duty to their stockholders to take precautions to
minimize losses by avoiding declining markets. The bill has the potential to
promote legal “red-lining” of distressed regions, such as the Rust Belt states.
The result is counter to industry and legislative efforts to help these borrowers.

Impact of Cram Downs on Government Programs

A significant downside of the proposed bankruptcy legislation is the impact on
mortgage servicers and ultimately the government housing programs. Today,
the Federal Housing Administration (FHA), Department of Veterans Affairs Home
Loan Guaranty Program (VA) and Rural Housing Service (RHS) are the prime
liquidity vehicles for home purchases and mortgage refinances. FHA, for
example, has seen a 15 percent increase in mortgage applications just in the last
three months due to the exodus of private investors. VA and RHS programs,
while smaller, offer significant benefits, including 100 percent financing, to a
specialized segment of consumers.

When these government programs were created, there was no risk of cram down
on home mortgages. As a result, authorizing statutes and regulations of the
government programs fail to deal appropriately with the risk created by H.R.
3609. Statutes were developed to deal with foreclosures, not bankruptcy
modifications and strip downs. As a result, the bankruptcy legislation, when
combined with existing investor accounting and claim policies, creates perverse
results for mortgage servicers. These results may cause servicers to avoid
administering these products. Without servicers, originators cannot offer these
products.

For example, the vast majority of FHA, VA, and RHS loans are securitized into
Ginnie Mae securities. Ginnie Mae guarantees the timely payment of principal
and interest to investors; but, servicers are bound by contract to remit scheduled
principal and interest to Ginnie Mae regardless of receipt by the borrower. If a
mortgage is modified as to rate, term, capitalization or amortization, the loan
must be repurchased from the Ginnie Mae security by the servicer at par (the
amount of the principal balance). Servicers often have to borrow the money to
buy out the loan. In order to avoid taking principal losses, servicers quickly
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resecuritize the modified loans into Ginnie Mae Il securities. Today, there is no
problem resecuritizing voluntary modifications because the borrower is brought
current through the process. However, unlike voluntary modifications, it is
unclear whether modified mortgages in bankruptcy will be eligible for
resecuritization. Wall Street has little appetite for bankrupt debtors in securities.
If bankruptcy modifications cannot be resecuritized, servicers will have to place
these assets on their books, hold capital and loan loss reserves against them
and take the risk of principal loss, which they do not typically do today. The
servicer would also be paying the debt service on the commercial loan used to
buy the loan out of the pool. Given our belief that Chapter 13 modifications will
dramatically increase, the cost to the servicing industry would be substantial.

It is also important to note that servicers cannot submit an FHA insurance or a
VA guarantee claim for the amount of any lien strip down. The servicer would
have to advance the amount that was stripped down to Ginnie Mae security
holders and absorb the principal loss. This is a substantial shift in liability that
servicers certainly did not contemplate when they agreed to service Ginnie Mae
securities. As stated previously, servicers rarely take principal losses today. The
severity of losses to which servicers would now be exposed would be
comparable to what FHA and VA lose with each foreclosure — more than $30,000
per property. Yet, if those loans went to foreclosure sale, FHA insurance and VA
guarantees would kick in to protect the servicer against principal loss.

The risk of uninsured losses and repurchase risk created by H.R. 3609 will cause
existing servicing portfolios to decline in value, requiring accounting write downs
of servicing assets. The velocity at which loans would enter bankruptcy could
cause capital and liquidity problems for servicers. This disruption could also
cause significant problems with voluntary workouts as bankruptcy cram downs
would consume the servicer's financial and personnel resources. The stated
objective of encouraging more voluntary workouts through H.R. 3609 would
simply not materialize because the reward in bankruptcy is far more lucrative
than what servicers could or should offer.

Going forward, servicers would bid less for servicing assets, which will drive up
mortgage rates and costs for borrowers. Also, because servicers do not
currently bear the primary risk of principal loss, servicers may shun these
products, require significantly greater compensation, or service only loans with
protections (such as higher down payments) in the future. All of these options
have a direct impact on the success of the government programs and program
features that make them attractive today.

Consumer groups argue that lenders will convince these entities to merely
change their policies. It is not so simple. FHA, for example, is not permitted by
statute to pay an insurance claim for the strip down amount. 7 It was simply not

712 USC 1710a (2007). FHA can only pay a claim when it receives title to the property, the mortgage is
foreclosed, the loan gets assigned, there is a pre-foreclosure sale or there is a loss mitigation partial claim.



118

contemplated. An act of Congress would be required to restore the 100 percent
federal insurance that makes the FHA products marketable.

Impact of Cram Downs on Investors and the MBS Market

Securitization increases homeownership. Today, banks and other lenders resell
mortgage debt to other investors, or “securitize” it. This frees up capital and
allows banks and mortgage companies to invest more into local economies and
makes home mortgage credit more widely available. As a result, homeownership
has risen significantly since the mid-1990s. The share of Americans who owned
homes rose from 64 percent in 1994 to 69 percent by 2005. This is the highest
increase in homeownership since the surge that followed World War |II.

Securitization of mortgages is based on the underlying value of those mortgage
contracts. Granting bankruptcy judges the authority to retroactively modify a
mortgage in Chapter 13 proceedings would have a materially adverse impact on
the mortgage contract. The resulting uncertainty would mean that securitizers or
investors could not assess prices or calculate the risk of how many mortgages
could be modified. Such uncertainty would likely drive investment away from
mortgage-backed securities (MBS) or result in overcompensating for risk through
pricing. Existing MBS values could also decline as losses mount, resulting in
additional downgrades of securities.

Investors such as Fannie Mae and Freddie Mac would be required to purchase
the vast majority of loans out of the MBS pools if the loans are maodified and
absorb the principal losses.

It is unclear what would happen to investors. No doubt investors in non-
guaranteed mortgages and MBS ultimately would take the principal loss and
reduced yields, however, it is possible that if judges modify loans beyond the
pool parameters (such as by converting a 15-year mortgage to a 30-year
mortgage), the loans would have to be purchased out of the MBS pools. It is
unknown if servicers would bear that cost.

Bankruptcy as a Low-Cost Refinance Alternative

H.R. 3609 not only creates an incentive to file bankruptcy in markets with
declining property values, but it encourages solvent borrowers who can
otherwise pay their mortgages to seek Chapter 13 to get what is essentially a
low-cost refinance. It has happened before on non-home mortgage assets® and
would likely occur with home mortgages if H.R. 3609 gets enacted given the
removal of all restraints on cram downs. While interest rates have been at

A partial claim is a specialized loss mitigation tool, which allows arrearages to be subordinated into a junior
lien held by HUD.

8 Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“BAPCPA) prohibited the cram down
of car loans for two and a half years from origination to stop borrower abuse.
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historic lows, there is no guaranty that rates will not climb into the double digits
as this country experienced in the late 1970s and early 1980s. When rates
eventually decline, H.R. 3609 encourages borrowers to seek bankruptcy as a
cheap alternative to refinancing.

Lenders Forced to Guarantee Origination Value of Properties Damaged or
Destroyed by Natural Disasters or Borrower Misconduct

Another significant concern created by HR 3906 is the windfall borrowers would
obtain when the property is either 1) damaged by the borrower or 2) damaged by
natural disasters such as Hurricanes Katrina and Rita or the recent wildfires of
Southern California.

Borrowers in default often fail to properly maintain their property, and sometimes
intentionally damage their property. In some cases, borrowers attempt significant
renovations but fail to complete them, leaving the collateral significantly
devalued. We do not believe these debtors should be rewarded through loan
stripping, but H.R. 3609 would do just that if passed.

Likewise, we do not think borrowers should be able to wipe out the security
interests of creditors when their properties are destroyed by natural disasters, but
H.R. 3609 would do just that. To illustrate our concern, we would like to focus on
properties damaged by Hurricanes Katrina and Rita. As you might be aware,
lenders have offered borrowers who were impacted by the Hurricanes over two
years of forbearance and/or have also modified their mortgages. Some
properties have zero or negative values. Now that community development
block grant money is flowing to homeowners to rebuild these properties,
Congress is poised to add another devastating blow to investors and servicers:
the ability for borrowers to wipe out alf or significant portions of the debt in
Chapter 13 bankruptcy. The impact of lien stripping on insurance proceeds and
grant funds as secured assets is also brought into question, leaving creditors with
possibly no recourse to recover the value of the debts. H.R. 3609 places
lenders, servicers and investors in an inappropriate role of property insurers of
last resort and/or guarantors of property values. Mortgage lenders and servicers
are not in a position to evaluate these risks.

H.R. 3609 Gives Enormous Windfalls to Borrowers

What is probably one of the most inequitable results of H.R. 3609 is the fact that
debtors in depressed real estate markets or with damaged or destroyed
properties will reap a windfall at the expense of servicers, investors and
borrowers who honor their debts. This windfall occurs when the borrower is
permitted to reduce the debt to the depressed value of the property, retain the
property, and enjoy the benefits of appreciation in value when market conditions
improve (or repairs get made with insurance and government aid), while having
no obligation to pay the lender the full contractually agreed upon debt. Executing
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a strip down based on a snapshot of value ensures borrowers will reap significant
profits when the property appreciates later in time. The case in point is illustrated
by Inre: Enewally 368 F.3d 1165 (9" Cir., 2004).° While there are always
pockets of declining home values, over the last 30 years home prices nationally
have risen six percent per year on average.'®

The unfair result H.R. 3609 creates does not occur today in Chapter 7 or when
the borrower is allowed to foreclose on the property. The creditor in either case
would have the right to acquire the property by bidding its claim. The creditor
could then, if it chooses, hold the property until market conditions improve (and
retain full insurance benefits and security interests in grant proceeds in the case
of damaged property), thereby reducing its losses. In the case of a foreclosure,
the servicer could in most cases also seek a deficiency judgment for the
difference between the value of the property and the contractual obligation. No
such remedies are contemplated in H.R. 3906.

Industry Efforts to Assist Distressed Borrowers

Members of this Committee have discussed their goal of keeping people in their
homes. We at the Mortgage Bankers Association share that goal. None of us
wants a family to lose its home and our members are trying their best to help.
Servicers are providing loss mitigation to eligible borrowers in distress. These
alternatives to foreclosure include forbearance and repayment plans,
modifications, partial claims (FHA), short sales and deed in lieu of foreclosure.
There has been a lot of criticism about the lenders’ speed at modifying loans, but
little recognition is given to the fact that many other workout options are being
offered to borrowers in significant volume — most notably forbearance
agreements that allow the borrower significant time to repay arrearages. The
industry has also made strides in clarifying accounting and tax rules to allow for
more madifications. However, wholesale modifications are not possible or
advisable.

Another problem that servicers are attempting to resclve is the low contact rate
servicers have with borrowers. Historically, 50 percent of borrowers who
reached foreclosure had no contact with the servicer despite multiple efforts on
the servicer's part to reach out. Contact volume is still low and borrowers often
simply don’'t know where to turn for reliable advice and assistance. Servicers
have been working diligently to ensure all borrowers know about alternatives to
foreclosure and to coordinate with housing counselors if borrowers are
uncomfortable talking to their servicers. To help provide a coordinated and
centralized approach to foreclosure prevention, the industry, with the assistance

? At the time of the bankmuptcy court’s ruling in 2001, the debtor’s property had declined in value to
$210.000. The morigage debl was approximately $245.000 and the borrowers sought cram down.
However by the time the United States Supreme Court rejected the Writ of Certiorari three years later, that
same property was worth $600,000. Had the debtors’ cram down not been overturned on appeal, the
dcbtors would have reccived a significant wind(all.

"® OFHEO House Price Index.
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of the Department of Treasury, Department of Housing and Urban Development
and the Housing Policy Council of the Financial Services Roundtable, recently
launched HOPE NOW."" This effort will provide additional outreach attempts to
borrowers, provide a centralized approach to managing housing counselors,
centralized points of contact, and will track various metrics on housing counseling
and loss mitigation activities.

Alternative Congressional and Government Actions

Members of the House can take considerable pride in the steps you have taken
to address problems in the mortgage market. The House passed legislation
modernizing the FHA, giving it a greater ability to help troubled borrowers
refinance their loans. The House has passed legislation that would exclude
discharged debt on principal residences from gross income for tax purposes,
thereby saving borrowers already in trouble from higher tax bills and encouraging
work outs. The House has passed meaningful housing government sponsored
enterprise (GSE) reform and has passed legislation establishing an affordable
housing trust fund to ensure more high quality housing is available for more low-
and moderate-income families.

Moreover, the Financial Services Committee is currently working on legislation,
H.R. 3915, that will create a new regulatory regime for the mortgage market. Let
me assure you, this is a very serious piece of legislation. While we are not able
to offer our support for that bill at this time, we are working with Chairman Frank
to improve the bill. We understand that the Chairman intends to have that bill on
the floor of the House by the end of this year.

In addition to Congressional actions, FHA recently announced FHASecure, '2
which allows borrowers the opportunity to refinance into FHA insured loans.
What is remarkable about this program is that it would allow a borrower who is
six months delinquent on an adjustable rate (ARM) loan to refinance into an FHA
loan, despite his or her delinquency, provided the borrower had a good payment
history prior to the ARM rate reset and he can afford the new payments. The
program also allows borrowers who are upside down on their mortgages (i.e.,
owe more than their property is worth) to refinance a portion of their loan into
non-FHA insured subordinate liens. In the past, combined loan-to-value
requirements prohibited such activity. Unfortunately, passage of H.R. 3609
would prevent these subordinate loans from being originated, thus depriving
borrowers of useful assistance.

While Congress has made strides in assisting borrowers in distress, H.R. 3609
goes too far. It encourages damaging behavior that will only serve to increase
the cost and reduce the availability of home financing. It repudiates existing
contracts, imposes mandatory buyback options or home price guarantees on all

" http:/fwww. hopenow cony/
2 hip/fwww lia.gov/about/Chasfact clin
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mortgages and an option to change rate terms. For proponents to argue that
such options and guarantees will not come with a price is simply disingenuous.

Conclusion

MBA opposes H.R. 3609 because of the harm it will cause to the mortgage
market and borrowers who seek home mortgages. While well-intentioned, H.R.
3609 will increase rates, tighten credit standards, and dry up investor interest in
mortgage-backed securities. Our preliminary estimates indicate that mortgage
interest rates could jump as much as 200 basis points per loan and down
payment requirements will increase if proposed amendments to Chapter 13 of
the Bankruptcy Code are enacted. Government programs also stand to be
negatively impacted due to the increased costs to administer these programs.
With investor appetite for U.S. mortgages waning, it is ill-advised to pass
legislation that will further disrupt the mortgage market. We urge Members of the
House to look deeper into the implications of H.R. 3609. We are convinced that
upon further detailed analysis you will agree that further action on this legislation
is ill-advised.

Thank you for this opportunity to share our concerns with the Subcommittee.

12
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Attachment

Legislative History on the Enactment of the Bankruptcy Code
And the Anti-Modification Provisions
For Mortgages Secured by Principal Residences

MBA was asked to provide information on the legislative history associated with
the current status of the Bankruptcy Code that prohibits modification of a
mortgage secured by the borrower’s principal residence, but permits such
modifications on other mortgage debt, including mortgages on second homes
and investor properties.

Consumer groups argue that the prohibition against modifications and cram
downs for home mortgages was first offered in 1978 with the passage of the
Bankruptcy Code. This is not accurate. The protection against cram downs and
modifications of mortgages secured by principal residences has been in
existence since the 1898 Bankruptcy Act. In fact, under the Bankruptcy Act, an
individual wage earner’s plan could not modify or otherwise affect the rights of a
holder of a mortgage on the real property of the wage earner.

When the Bankruptcy Code was first proposed to replace the Bankruptcy Act, in
the House, no limitations were set on the ability of an individual wage earner to
modify the rights of holders of secured claims or of holders of unsecured claims.’
The Senate version, on the other hand preserved the expansive protections
afforded real estate mortgage creditors in Chapter XlII of the Act? The report
accompanying the bill noted that the Senate bill would not permit modification of
“claims wholly secured by real estate mortgages.”3

At the Senate hearing in the gsth Congress on November 29, 1977, MBA and
other representatives of mortgage industry voiced concerns that the House
version of Section 1322(b)(2) would limit the availability of mortgage funds. In
testimony before the Subcommittee on Improvements in the Judicial Machinery
of the Committee on the Judiciary, Mr. Edward J. Kulik, Senior Vice President,
Real Estate Division, Massachusetts Mutual Life Insurance Co., pointed out that
reducing a mortgagee’s claim to the actual value of any real estate securing the
claim would have a dramatically negative impact on the mortgage industry.

Specifically addressing the proposed provision of Chapter 13, Mr. Kulik
emphasized that the House version of Section 1322(b)(2) would have a
particularly adverse impact on the availability of home mortgage funds, especially
where the financial resources of the individual home buyer were not particularly
strong. To avoid this result, he proposed that the legislation be modified to
protect holders of residential mortgages. He stated:

" H.R. 82000, 95" Cong., 1" Sess. (1977).
23,2226, 95" Cong. 2d Sess. (1978)
°S. Rep. No. 989, 95™ Cong. 2d Sess., 141 (1978).
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“Serious consideration should be given to modifying [the legislation] so
that at the leas(t] ..., a mortgage on real property other than an investment
property may not be modified.

It is against this background that the compromise language embodied in present
Section 1322(b)(2) of the Bankruptcy Code was adopted. The language
preserves the protections afforded mortgage lenders under Chapter Xl of the
Bankruptcy Act then in effect, but restricts that protection (along the lines that Mr.
Kulik suggested) to mortgages secured by residential property of the debtor. The
intent of this provision is explained in the Joint Explanatory Statement agreed on
by the House and the Senate floor managers, following the floor debates on the
compromise bill:

“Section 1322(b)(2) of the House amendment represents a compromise
agreement between similar provisions in the House bill and Senate
amendment. Under the House amendment, the plan may modify the
rights of holders of secured claims other than a claim secured by a

security interest in real property that is the debtor's principal residence.”

Several courts since passage of the Bankruptcy Code have also viewed the anti-
modification protections to be as a result of “a congressional reaction to fears
that, if debtors were allowed to readjust all types of secured debt, including home
mortgage loans, this would severely affect the stability of the home mortgage
finance industry and the availability of financing by the industry by consumers.”®

In Grubbs v Houston First American Savings Assn, the Fifth Circuit explained the
reason for this exception:

“This limited bar was apparently in response to perceptions, or to
suggestions advanced in the legislative hearings . . . that home-mortgage
lenders performing a valuable social service through their loans needed
special protection against modification thereof (i.e., reducing installment
payments, secured valuations, etc.)”’

Of considerable importance in understanding the legislative history of the
treatment of home mortgages in Chapter 13, is the recognition that the
enactment of Section 1322(b)(2) occurred following very serious consideration by
policymakers. In a series of Acts over almost six decades, Congress developed
programs, institutions, favorable tax treatment and broad legislative intent to
encourage homeownership and efficient financing for homeownership for
Americans of modest means. The FHA mortgage insurance programs, the VA

4 Bankruptcy Reform Act of 1978, Hearings before the Subcommittee on Improvements of the Judicial
Machinery Committee on the Judiciary, 95" Cong., 1% Sess. 709, 714 (1977).

? 124 Cong. Rec. $17424 (October 6, 1978)

8 Victoria Miles, , The Bifurcation of Undersecured Residential Mortgages Under §1322(b)(2) of the
Bankruptcy Code: The Final Resolution, 87 Am. Bankr. L.J. 207 (Spring, 1993)

7 Grubbs v. Houston First American Savings Assn, 730 F. 2d 236, 246 (CAS 1984)
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Home Loan Guaranty Program, Fannie Mae, Freddie Mac, Ginnie Mae and the
ability to deduct interest payable on home mortgage are each examples of the
Congressional intent to foster a robust mortgage credit market and to encourage
homeownership.
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Ms. SANCHEZ. Thank you for your testimony, Mr. Kittle.
At this time, I would invite Mr. Levin to give his testimony.

TESTIMONY OF RICHARD LEVIN, ESQ., CRAVATH, SWAINE &
MOORE LLP, NEW YORK, NY, ON BEHALF OF THE NATIONAL
BANKRUPTCY CONFERENCE

Mr. LEVIN. Thank you, Ms. Chairman, and Members of the Sub-
committee. It is an honor and a pleasure to be here, to be invited
back.

I am here on behalf of the National Bankruptcy Conference,
which is a voluntary nonprofit, nonpartisan organization committed
to the improvements in the bankruptcy law. The National Bank-
ruptcy Conference was formed in the 1930’s at the request of this
Committee to assist the Congress in deliberations on this com-
plicated and technical area.

I stress that we do not represent any economic interest. We
pledge when we meet to leave our clients at the door and focus on
what we believe is sound bankruptcy policy.

We believe that a bill along the lines of H.R. 3609 is sound bank-
ruptcy policy. You have my prepared statement. I will not review
all of the points in there. I would like to make just a few remarks
based on what has been said already. But I cover obviously a lot
more territory in the prepared statement.

It is our experience, as Mr. Brewer has said, that bankruptcy is
not a first resort. It is a last resort. It is a last, last resort. People
tend to head toward the bankruptcy court at 11:59 and 59 seconds.
Many of the things that have been proposed by the Mortgage Bank-
ers as ways of alleviating the mortgage crisis are helpful, but they
are not a complete solution. I note that, just last Friday, the Joint
Economic Committee majority staff produced a report on the
subprime lending crisis. It proposes many of the things that the
Mortgage Bankers have suggested and more, including an amend-
ment to Chapter 13. And it traces the history and effect of the cri-
sis quite well, and I commend its reading to the Subcommittee.

But the fact is, voluntary measures will not work. We need a
backstop, a last resort if lenders are to come to the table and nego-
fiate in good faith with borrowers over restructuring mortgage
oans.

H.R. 3609 only recognizes economic facts. It does not impose
losses that are not already present on the ground. The real estate
has lost value. A foreclosure will cause it to lose even more value,
increasing the cost to the lender through foreclosure expenses,
taxes, insurance, maintenance and cost of resale. H.R. 3609 pro-
vides a better solution that is a win-win, that keeps families in
their homes and allows lenders to mitigate their losses.

We must focus on this. This is the very fabric of our neighbor-
hoods that we are trying to protect.

We believe that the bills and the law as it currently exists have
adequate safeguards already against abuse. To file a Chapter 13
case, a debtor—the court must find that the debtor acted in good
faith in filing the case and in proposing the plan of arrangement.

The debtor must devote all of his or her disposable income to the
plan for 3 to 5 years, and the debtor is hampered in filing—or re-
stricted from filing bankruptcy because of the adverse effect it will
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have on the debtor’s credit report, which will stay on I think it is
at this point 10 years, but I defer to Mr. Brewer on that.

We have no evidence, reading the cases, talking to the judges,
following this area closely, that solvent bankruptcies are running
to the bankruptcy court. And the other protections that are present
are the two Supreme Court decisions within the last 10 years Rash
against Associates Commercial finance, which provided for what we
will call fair market value of an asset such as a home where the
debt is being adjusted until, which sets forth the Supreme Court’s
interpretation of a market rate in interest. The bankruptcy courts
are bound by both of these restrictions if they are to have the
power to approve plans and adjust mortgage interest rates.

Finally, just a word on the effect on rates. Before the Supreme
Court decided Nobelman in 1993, four Circuits permitted mortgage
modifications, and many, many, many bankruptcy courts did as
well. We did not see any perceptible effect on credit rates, mortgage
rates in those jurisdictions than in the only one circuit that went
the other way when the Supreme Court took up the Nobelman
case, the Fifth Circuit.

Second, what H.R. 3609, by recognizing the economic facts on the
ground that are already going on, when lenders go to foreclose,
most the lenders get is the value of the property, which is what
3609 proposes. And that—even though that has been the economic
fact, if not the law, has not affected mortgage lending. And finally,
every time a change in the bankruptcy law is proposed that is ad-
verse to lenders, the statement is made, this will hurt credit rates.
The converse also ought to be true. If rates—if bankruptcy law is
made more generous to lenders, one might think that rates would
come down. Have you looked at your credit card bill recently? Have
your rates changed in the 2 years since the adoption of the 2005
amendments?

Thank you, Ms. Chairwoman.

[The prepared statement of Mr. Levin follows:]
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PREPARED STATEMENT OF RICHARD LEVIN

Testimony ol

Richard Levin'
Vice Chair
on behalf of the
National Bankruptcy Conference
before the
Subcommittee on Commercial and Administrative Law
of the
House Judiciary Committee
110th Congress, 1st Scssion
lor Hearings on
Straightening Out the Mortgage Mess: How Can We Protect
Homeownership and Provide Relief to Consumers in Financial
Distress?
October 30, 2007

The National Bankruptcy Conference appreciates the opportunity to participate in these
oversight hearings on protecting homeownership and providing families relief from burdensome
home mortgages and thanks the Subcommittee for its invitation. The NBC believes that
carefully cratted amendments to the Bankruptcy Code, as well as other approaches,” can
contribute favorably to the management of the subprime mortgage crisis. We therefore

commend the Subcommittee for focusing on this issue.

! Partner, Restructuring Department, Cravath, Swaine & Moore LLP, New Yorl, NY. The vicws cxpressed in (his
testimony are expressed solely on behalf of the National Bankruptcy Conference and do not necessarily
represent the views ol Mr. Levin. Cravath, Swaine & Moore LLP, or any of its clients.

? See “The Subprime Lending Crisis,” Report and Recommendation by (he Majority StalT of the Joint Economic
Committce, Oct. 2007, at 23-25. Much of the factnal background described in this Testimony is supported by
the Joint Economic Committee Report.
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As you may be aware, by letter and Report dated July 17, 2007 the NBC provided
technical comments on drafts of bills, some of which have since been introduced, and set forth
policy positions to which the NBC remains committed. We take this opportunity to explain how
targeted modifications to the Bankruptcy Code could provide appropriate relief to some
homeowners caught up in the subprime mortgage crisis.

The Conference is a voluntary, non-profit, non-partisan, self-supporting organization of
approximately sixty lawyers, law professors and bankruptcy judges who are leading scholars and
practitioners in the field of bankruptey law. Its primary purpose is to advise Congress on the
operation of bankruptcy and related laws and any proposed changes to those laws. Attached to

this statement is a Fact Sheet about the Conference, including a list of its Conferees.

MODIFICATION OF MORTGAGES

The Problem

This Subcommittee—indeed, neatly everyone—is well aware of the crisis affecting
homeowners in this country in the wake of the extraordinary increase in the amount and kind of
home mortgage loans made over the past several years. A combination of a rapidly falling
housing market and tighter credit markets, coupled with 100% (or more) loan-to-value
mortgages, negative amortization, exploding ARM’s with interest rate increases far beyond the
ability of ordinary homeowners to pay, and more have squeezed homeowners between an
inability to make their monthly mortgage payments and an inability to sell or refinance their
homes to escape the pressure. The result has been a dramatic increase in mortgage loan defaults

and a corresponding increase in foreclosures. In some neighborhoods, foreclosure signs are
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popping up on every street, and home values are being driven into the ground, hurting neighbors
who need to sell or refinance their own homes and creating a downward spiral that threatens to
take even more hard working homeowners down with it> The only hope is to get some relief
from the terms of the mortgages themselves to allow the debtors to stay where they are until the
foreclosures storm clears.

As much as borrowers have over-borrowed, lenders have contributed to the crisis in
many ways. “No doc” loans, appraisals based solely on computer data and not a property
inspection,* separation of lending risk assessment from investment, reliance on rating agencies to
rate pools rather than individual mortgages, and the focus on fees, fees, and fees, rather than
ability to repay all have blown up the bubble. (What ever happened to traditional, responsible
lending?)

More important for our purposes here today, lender behavior in the face of defaults can
worsen the crisis. Servicers for securitized mortgage loans are often restricted by the servicing
agreements with the securitization investors from consenting to home-saving modifications.
Even when they are not restricted, they have little incentive to do anything but to start
foreclosure proceedings, in part because of fee structures and in part because they may fear that
working with homeowners and waiting too long could put them at a disadvantage in a falling
market as against other lenders or servicers who rush to foreclose before the market completely

collapses.

* “Lenders Curb New Mortgages in Weaker Areas,” Wall $t. Journal, Oct. 23. 2007, at D1 (lender rejected a
refinancing because “the lender didn’( feel (hat it could get an accurale valuation of (he property, given the
high numbcr of forcclsourc sales in the neighborhood.™).

* Jd. (“Bank of America Corp. says ... appraiscrs arc being told to drive by the property to get a better cstimatc of its
value instead of just running information about the home through a computer model.”).
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But rushing to the exits creates a self-fulfilling prophecy that pushes home prices down
further. The S&L crisis of 1990 resulted in part from a similar combination of over-lending,
followed by extensive foreclosures and excess amounts of unsaleable “REQ”—real estate owned
by savings and loan associations after foreclosures. But a moratorium on foreclosures, as was
attempted by some States in the 1930’s, would be far too draconian.

By contrast, amendment to chapter 13 of the Bankruptcy Code to permit both borrowers
and lenders to work out a constructive solution under the supervision of the bankruptcy court
could go a long way to preserving families’ homes, preserving neighborhoods, and preserving
home and mortgage values. What’s more, leaving families in their homes, rather than evicting
them through foreclosures, keeps houses and yards tended and relieves the lender of the burden
of taxes, insurance, and maintenance. It’s a win-win solution, but it needs legislation to help
break the cycle and get the lenders and borrowers to the table.

The Solution

There is, of course, clear precedent for Congress to solve such a mortgage crisis. Asin
the mortgage crisis today, farm values were falling dramatically in the mid-1980°s. As in the
mortgage crisis today, lenders could not renegotiate farm mortgages to reflect falling land prices
and the changing economics of family farmers. In 1986, the good work of Representative Mike
Synar and Senator Charles Grassley created chapter 12 of the Bankruptcy Code to help family
farmers. Chapter 12 provided a platform for the rational modification and reamortization of farm
loans that became the standard for solving the farm loan crisis.

Chapter 12 has been a great success. Though originally enacted as a temporary measure,

its sunset provision was extended several times until it was made a permanent part of the
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Bankruptcy Code in 2005. Ironically, its very success has resulted in a substantial decrease in its
use. As lenders and borrowers understand its operation, they are often able to get to family farm
mortgage modifications on their own, without the bankruptcy court’s intercession.

Tn another irony, the chapter 12 experience provides the model for amending chapter 13
to address the current mortgage crisis. Chapter 12 of the Bankruptcy Code was created on the
model of Chapter 13, with the added power for family farmers to modify mortgage debt on their
farm land, to reamortize the debt, and to save the family farm over a period of years. Chapter 12
overcame the inability of farm lenders to negotiate terms that reflected the economic realities of
family tarmers in the 1980's. Many home mortgage lenders today face the same inability to
realize the economic reality of today’s rapidly falling housing market. Now, chapter 12-style
adjustments to Chapter 13 can provide the same sort of relief to homeowners trapped in
impossible mortgages.

Such an adjustment to chapter 13 would not be a major departure. In 1978, ina
compromise between the House and the Senate bills that was partially undone by the Supreme
Court’s 1993 decision in Nobleman v. Am. Sav. Bank,” Congress limited modification in chapter
13 of a mortgage on the debtor’s principal residence. No similar limtiations were imposed on
mortgages on vacation or second homes, on investment, rental, or business property, or on any
other form of collateral. Whatever justification there might have been in 1978 for granting
special protections to mortgages on a debtor’s principal residence has evaporated as the
marketplace has produced a baffling array of loans based more on a lender’s ability to sell than

on a borrower’s ability to repay. Current financial conditions—both the markets that produced

508U.S. 324 (1993).
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this baffling array of loans and the resulting rising tide of foreclosures—demand that the
Bankruptcy Code be amended to reflect the extraordianry changes in mortgage finance that have
occurred in the past 30 years.

The necessary adjustment to chapter 13 would permit reamortization of home mortgage
debt to reflect the value of the home and reasonable fixed interest rates. Resetting the length of
the loan is necessary to deal with the many new short term mortgage products that now exist in
the marketplace. Some adjustments to the discharge provisions in chapter 13 are also necessary
to allow entry of discharge at the completion of payments to other creditors and survival of the
restructured mortgage loan. Tmportantly, such a change would do no more to the lender than
reflect economic reality: A foreclosure will not realize for the lender more than the current value
of the home. Indeed, it will likely net less to the lender, after deduction of foreclosure expenses
and carrying expenses such as taxes, insurance, and maintenance. And it will evict a family from
its home for no real gain to the lender. It’s a lose-lose strategy. By contrast, reamortization
benefits both sides.

Ihe Effect on Mortgage Markets and Lending

The NBC believes that fears that allowing home mortgage debt modification in chapter
13 cases will upset mortgage markets or the availability of mortgage funding are completely
unwarranted and unsubstantiated. There is no evidence that such a change would have any effect
on the market for home mortgage loans. Consider the following:

e Mortgage credit has been widely available for vacation and second homes, as well as
for single family homes purchased or financed for investment or rental, despite the

absence of lender protection in chapter 13 and despite the greater fluctuation in a
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recession in values of secondary homes than of principle residences.

e From 1979 until 1993, the proposed legislation was already the law in much of the
country. Until the Supreme Court ruled otherwise in Nobleman v. Am. Sav. Bank,’
four federal courts of appeals had ruled that chapter 13 permitted mortgage write
downs,” yet there is no evidence that mortgage credit was less available or more
expensive in those circuits.

e Many states already have the economic effect of writing down mortgages to the value
of the property through non-recourse provisions, which prohibit the lender from
collecting any deficiency over the property value. The supply of mortgage money
has been high in these states, indeed, was higher in some of them, like California,
than anywhere else in the country.

e Lenders have always used credit price and availability arguments against any
amendment to the bankruptcy laws that protects families and consumers. If their
arguments were true, the converse also would be true—tightening bankruptcy laws
against families and consumers should reduce the price of credit and increase its
availability. Yet there is no evidence that the adoption of the 2005 Amendments did
anything to reduce the price or increase the availability of credit. Have you seen
interest rates on your credit cards, auto loans or mortgages drop in the past two years?
There are simply too many other forces at work in the consumer credit markets for a

bankruptcy law change, even one as major as the 2005 Amendments, to have any

508 U.S. 324 (1993).
In re Bellamy, 962 F.2d 176 (CA2 1992): In rc Hart, 923 F.2d 1410 (CA10 1991); Wilson v. Commonwcalth
Mortgage Corp.. 895 F.2d 123 (CA3 1990); Tn re Hougland. 886 F.2d 1182 (CA9 1989).
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noticeable effect.
More important, even if the predictions of less or more expensive credit are accurate, would
a little less credit availability in the past two or three years have been such a bad thing?
Lenders may argue that availability hurts those who are good credit risks as well as those
who aren’t. Does that mean that lenders haven’t been distinguishing between the two groups
and that a chapter 13 amendment would cause them to do so now? Wouldn’t that be a good
idea? What’s more, lenders are already restricting credit now, even though chapter 13 does
not currently permit mortgage modification ®
Other Mortgage Modification lssues

Valuation and Interest Rate Standard

There is little risk that bankruptcy judges will have the ability to adjust mortgages
arbitrarily. The Supreme Court has set out strict standards that must be applied by a judge both
in valuing property in chapter 13° and in determining the appropriate interest rate.'” It is
important for bankruptcy judges to have flexibility to adjust mortgages within those standards in
accordance with the circumstances of each case. There are no similar limitations in chapter 12,
but bankruptcy judge have not had “free rein” to make arbitrary decisions. Tn addition, under the

proposal, any modification can only be accomplished through a confirmed chapter 13 plan that

““Lenders Curb New Morlgages in Weaker Areas,” e/l St. Jowrnal, Oct. 23, 2007, at D1 (“Some lenders are now
making it tougher [or borrowers in soficning housing markets (o gel a morigage.... Among the arcas being hit
by the tougher standards are parts of California, Florida and Michigan. ... The sharper focus on soft housing
markets comes after morigage lenders have tigl d their dards for all t s amid a slowing housing
market, a widespread credit crunch and rising delinquencics.™)

? Assocs. Comm'l Corp. v. Rash, 520 U.S. 953, 117 S, Ct. 1879 (1997). The NBC supports a liquidation value test
for valuation of mortgaged property. although Rask requires use of fair market value. Unlike for a truck in use
in a business, however, (here is not likely to be a substantial diffcrence between liquidation and fair market
value of a family’s home in chapter 13.
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meets the chapter 13 confirmation requirements including a good faith test and a disposable
income test.

Lender Consent

Some have suggested lender consent should be required as a condition to home mortgage
modification. The currrent Bankruptcy Code already allows for home mortgage modification
with the consent of the lender,' but that has not alleviated the foreclosure crisis. As noted
above, lenders often race to the courthouse to get an advantage in a declining market. More
important, in a world with securitized mortgage pools and contract mortgage servicers, it isn't
always clear who can negotiate on behalf of the lender and whether the servicer that agrees to
renegotiate terms runs some legal risk in the exercise of its fiduciary duty. A generation ago,
when the 1978 Code enacted the lender consent requirement, lenders held their own paper, and
they could make rational decisions to deal with a borrower in trouble. Diverse ownership makes
that much more difficult today.

The NBC therefore believes that any use of the Bankrupty Code to address the mortgage
crisis must include some form of mortgage debt modification that does not depend on lender
consent.

“Lntry Ticket”

Chapter 12 was carefully targeted at family farmers of a certain size, with a maximum
permissible amount of debt. Chapter 13 ofters the same sort of vehicle and limitations.

Chapter 13 has strict eligibility limitations that will act as a natural barrier to any flood of

Y Till v, SCS Credit Corp., 541 U.S. 465, 124 S. Ct. 1951 (2004).
U1 U.S.C. § 1325(a)(5)A).
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debtors seeking to modify their mortgages.'> The current debt limitations admit only debtors and
families with small economies for whom a modest home mortgage is the largest and most
important debt they will ever see.

And debtors who can qualify for chapter 13 then face substantial tests and obstacles that
will prevent abuse of home mortgage modification. Bankruptcy courts will supervise the
valuation of property. Every chapter 13 debtor must satisfy a “good faith™ test, both in filing the
petition'® and in confirming a plan.'* There is a demanding disposable income test that mandates
that every chapter 13 debtor pay creditors all disposable income over a period of three to five
years."” Every chapter 13 debtor must devote the value of all unencumbered assets to payment
of unsecured creditors.'® Chapter 13 already provides substantial gatekeepers to any new power
to modify home mortgage debt.

The NBC believes, therefore, that no additional entry requirements should be imposed for
home mortgage modification. However, if an additional barrier is required, a condition based on
current monthly income (CMI) along the lines of H.R. 3778 seems more workable than some of
the alternatives. CMI is a new and complex concept introduced by the 2005 Amendments.
Generally speaking it is an average of a debtor’s income over the six months before the month in

which a bankruptey case is filed."” It is a number that must be calculated and supplied by every

12 See 11 U.S.C. § 109(e) ($1,010,650 in secured debit and $336,900 in unsecured debl).
'* Marrama v. Citizens Bank of Mass.. 127 S. Ct. 1105 (2007)

H11US.C § 1325)(3).

11 U.8.C. § 1325(b).

1511 U.S.C. § 1325(a)(4).

! See 11 U.S.C. §101(10A).
-10-
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individual filing a chapter 13 case. Limiting the availability of mortgage modification to
chapter 13 debtors with CMI less than 150% of applicable median family income could be
implemented without substantial new calculations or issues for litigation. A spouse’s CMIis
included in this calculation in a joint case but should not be included in a single case. The use of
other limitations—such as a budget-based formula—will require new forms, new calculations

and new costly litigation over eligibility.

OTHER NECESSARY PROTECTIONS FOR HOMEOWNERS IN CHAPTER 13
Fees And Charges During A Chapter 13 Case

A recurring problem with home mortgages in chapter 13 cases is the hidden accrual of
fees and charges by mortgage lenders during the chapter 13 case. Home mortgage instruments
typically include many provisions that allow the lender to charge fees for such things as
attorneys, inspections, appraisals, late payments and the like. Chapter 13 debtors who want to
keep their homes during the three to five years of a chapter 13 case need to know what charges
are being added by the mortgage holder and need an opportunity both to challenge charges that
may be improper and to pay the proper charges during the case.

What often happens now is that the lender accumulates fees and charges during the
chapter 13 case without notice to the debtor, the trustee or the court. The debtor completes
payments under the plan and receives a discharge, only to receive an immediate demand and
foreclosure notice based on thousands of dollars of unpaid accrued fees, charges and expenses of
which the debtor never had notice. Some of those charges may be prohibited by the Bankruptcy

Code, but there has been no opportunity to review them during the bankruptcy case. Although it
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has been held that a lender does not violate the automatic stay by accumulating postpetition fees
on its internal records,'® lenders fear that they will violate the automatic stay by asserting post
petition fees and charges during the chapter 13 case, creating a perverse incentive to accrue
those charges secretly without notice and to assert them only after bankruptcy. Some courts
have even questioned the authority of the bankruptey court to police the imposition of such fees,
charges and expenses by mortgage holders after confirmation in chapter 13 cases.'® The fees can
be quite substantial, putting a family's home at risk even after they have done everything they
can to pay the original mortgage. If family can't understand the terms, it can't review them to
see if they are accurate, and it can't budget for them to get them paid.

The NBC therefore supports a statutory amendment to require timely notice to the debtor
and trustee of all postpetition fees, charges and expenses by mortgage holders during chapter 13
cases, together with a procedure for detrmining their validity and satisfying them during the case.
Prefiling Briefing

The Bankruptcy Code currently imposes an eligibility limitation on all individual debtors.
They must receive a prepetition briefing from a certified nonprofit budget and credit counseling
agency that outlines the availability of credit counseling services and provides related budget
analysis.” Without such a prepetition briefing, the individual debtor is not eligibile for any kind

of bankruptcy relief.

' Mann v. Chase Manhattan Corp.. 316 F.3d. 1 (1st Cir. 2003).

' See In re Telfair v. First Union Morigage Corp., 216 F.3d 1333 (11th Cir. 2000), cert. denied, 531 U.S, 1073, 121
S. Ct. 765 (2001).

2 See 11U.S.C. §109(h).
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Homeowners in trouble with their mortgages often do not seek bankruptcy relief until the
eve (or day!) of a foreclosure, sometimes because the borrower and the lender are trying to work
things out and just can’t, sometimes because the borrower really sees bankruptcy as the last and
least desireable alternative, sometimes because of simple human emotion such as fear or denial.
For many reasons, individual debtors often can’t obtain the briefing before a foreclosure sale
would render bankruptey relief useless for saving a home.

Since the service available through the credit briefing (consensual debt management plan
with creditors) cannot address the problem caused by a pending foreclosure, the requirement for
a prepetition briefing should be eliminated for a debtor with a home in foreclosure.

Arbitration Clauses

Clauses requiring arbitration are increasingly common in consumer debt documents such
as home mortgages and car notes. These clauses are asserted by lenders in consumer bankruptcy
cases typically in response to a debtor’s or trustee’s claim objection or when the lender is sued
by a debtor or trustee in the bankruptcy court under a consumer protection statute such as the
Truth in Lending Act. Some courts have permitted arbitration, but the law in this area is both
confused and confusing, driving up costs and increasing litigation for everyone.

Claims objections and some lawsuits by debtors and trustees clearly fall with the “core™
bankruptcey jurisdiction that is essential to the orderly administration of bankruptcy cases.
Arbitration clauses in consumer debt contracts therefore create a problem in consumer
bankruptey cases. The confirmation of plans and the payment of creditors in chapter 13 cases is
impossible when the claims resolution process in the bankrutpey court is interrupted by an

arbitration clause.
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For these reasons, the NBC believes the statute should be clarified, making clear that any
arbitration clause in a consumer debt instrument in a consumer bankruptcy case is unenforceable
in a core proceeding. Care must be taken, however, to avoid any negative inferences with
respect to the enforceability of arbitration clauses in other bankruptcy contexts.

Judicial Estoppel

After a 1999 decision by the Georgia Court of Appeals,” some courts concluded that a
trustee in bankruptcy can be “judicially estopped” from asserting a cause of action on behalf of
creditors in a bankruptcy estate, based on the debtor 's failure to schedule that cause of action as
an asset in a bankruptcy case. Even if the debtor has misbehaved, the trustee and the creditors
did not, and they should not lose the benefit that the law otherwise makes available to them if
one creditor (like the mortgage lender) has over-reached.

The NBC therefore believes that it is inappropriate to bar recovery on behalf of creditors
based on a debtor’s failure to schedule a cause of action properly as an asset. Because judicial
estoppel is a judge-made rule of decision, and because the NBC believes judicial estoppel is
sometimes used inappropriately to reduce the reasonable expectations of creditors in bankruptcy
cases, the NBC supports a provision that would preclude the use of judicial estoppel to prevent
liability to a bankruptcy trustee based on the failure of a debtor to schedule a cause of action in a
bankruptcy case.

Sunset Provision
Finally, the NBC does not support any sunset provision for mortgage modification

legislation. The NBC believes that the idea reflects sound policy and will not have any adverse

2 Wolfork v. Tackett, 273 Ga. 328. 540 S.E.2d 611 (2001).
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affect on mortgage markets. It therefore believes that legislation along the lines that the NBC
supports should be adopted as a permanent amendment to the Bankruptcy Code.
CONCLUSION
Once again, | would like to thank the Chair and the rest of the Subcommittee for inviting
the National Bankruptcy Conference to testify in these important hearings. The Conference
would be pleased to formulate drafting proposals and assist in technical matters if the

Subcommittee would find that helpful.



143

Ms. SANCHEZ. Thank you, Mr. Levin. Your time has expired.

We are now ready to begin questioning, and I will begin by recog-
nizing myself for 5 minutes.

Mr. Brewer, Steve Bartlett, on behalf of the Financial Services
Roundtable, stated in his prepared testimony for last month’s hear-
ing that mortgagees are reaching out to help consumers in trouble
on an unprecedented scale. And I am interested in getting your re-
sponse to that statement.

Mr. BREWER. I would like Mr. Bartlett’s phone number because
I have got some clients that I need to call him about. Because
whether they are reaching out in record numbers, I don’t know.
Are they reaching out enough? The answer is, it is just a tiny little
bit of help based on what the problem is.

And I think you have got to look at two issues. One is, just how
many people are they reaching, which is small. And then, what are
they doing when they reach them? I think that is where the key
is. If you look at the testimony here by Mr. Kittle, it talks about,
well, these mortgage servicers are not going to modify the loans to
the extent that this bankruptcy will. They are talking about maybe
letting folks skip two or three payments, capitalize, put the loan at
the end. The modifications are not real. They are not meaningful
as far as dealing with the underlying problem, which is property
that is worth a whole lot less than what the debt is and interest
rates that, when these ARMs reset, hit, you know, get up to 13, 14,
15 percent. And they are one-way ARMs. They are ARMs in which
they, you know, they never—they were adjustable rate but only ad-
justable upwards, never could go beyond that initial teaser rate. So
the answer is, in the real world where I practice—I only know
about Raleigh, North Carolina—it is not happening.

Ms. SANCHEZ. Okay.

In your prepared statement, you note that homes sold in fore-
closure generally sell for only 70 to 75 percent of the actual fair
market value. I want you to please explain your basis for that
statement.

Mr. BREWER. Well, that is just a rule of thumb that I have—I
mean, obviously I have filed many bankruptcies for folks who have,
perhaps, didn’t try to save their home from foreclosure, so it fore-
closed before they came to see me. I looked at what the value is,
based on what appraisal they had, what tax values were, they have
told me it was worth. I see what the deficiency is. North Carolina
is one of those States that allows a deficiency judgment. When it
sells at foreclosure, the difference the debtor owns. And that is my
own unscientific numbers. You can actually find some cases back
in history—at one point, that was an issue about bankruptcies,
about whether the property brought a fair value at foreclosure sale.
And that was a pretty fairly accepted number. If you have seen the
TV shows where folks are sitting at home and they are going to
make lots of money sitting at home, normally they are talking
about buying these homes at foreclosures at these bargain base-
ment prices and flipping them and making money off of them.

Ms. SANCHEZ. Thank you.

Mr. Levin, what is your recollection of why the exception or carve
out for home mortgages was included in section 1322(b)2 when you
helped draft the 1978 bankruptcy amendments? Because we have
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heard them described as loopholes but to me are more appropriate
as a carve out.

Mr. LEVIN. It is not a loophole. Mr. Kittle is correct. It was a pol-
icy decision made at the time. This Committee had a different
view. This Committee thought that the mortgage, mortgages
should be permitted to be modified.

I heard Mr. Feeney say earlier that this was a provision in the
law since 1978. In one sense, that is correct. But the difference in
1978 was that, before 1978, no secured debt could be modified,
homes, cars, vacation homes, investment property, nothing. The
1978 law moved a long way in permitting modification of secured
debt but excepted out mortgage debt because that was the Senate’s
view. It was not the House’s view. It was not this Committee’s
view. This Committee thought it was sound policy at the time to
permit it. But as part of a compromise to get the legislation en-
acted, which did a tremendous amount of good for many people for
many years, the House receded on that point.

Ms. SANCHEZ. Okay. I have here a quote. The Fifth Circuit in
1984 wrote that the section 1322(b)2, the exception for home mort-
gages was included—and I am quoting here from them—“appar-
ently in response to perceptions or to suggestions advanced in the
legislative hearings that home mortgage lenders performing a valu-
able service through their loans needed special protection against
mO(Eﬁcation thereof.” And I am interested in getting your response
to that.

Mr. LEVIN. A couple of responses to that. The first, that came
from I think the statement of the organization represented by the
gentleman sitting on my right. And it is nice to know that their po-
sition has not changed over 30 years.

Second and more important, the home mortgage lending was
very different in 1978 than in 2007, 2006, 2005; 80 percent loan to
value, 20 percent down payment, fixed rates, no exploding ARMs,
no negative amortization, no securitization. The local bank held
your mortgage. These were people you knew and who supported
the community. That is not the market we are in today anymore.

If anything, the progress of bankruptcy law should keep up with
the changes in the economy, not go back to 1978, unless, of course,
the mortgage industry would like to go back to 1978, and maybe
that would—maybe that would solve this crisis in a lot of respects.

Mr. KITTLE. Madam Chairman, can I comment on that?

Ms. SANCHEZ. Thank you, Mr. Levin.

My time has expired. If I can get unanimous consent for 30 sec-
onds, we will allow you to respond. Without objection.

Mr. KiTTLE. Thank you, Mr. Chairman.

It was nice to know Mr. Levin was there in 1977. I am not sure
I was born in 1977.

Ms. SANCHEZ. We are going to check your driverss license after
that statement.

Mr. KiTTLE. The Senate at that time held for all protections as
far as the bankruptcy went. The House held for no protections, and
ahcompromise was gained. And I am sure he would concur with
that.

There was a witness, Mr. Edward Kulik, senior vice president of
Mutual Life Insurance. His views were captured and actually put
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into law. And he pointed out that reducing a mortgagees’s claims
to the actual value of any real estate securing the claim would
have a dramatically negative impact on the mortgage industry.
That is what he said. That was embraced by the Committee, and
it became part of the statute.

I will close by saying, Supreme Court Justice Stevens said also
in the 1993 decision: At first blush, it seems somewhat strange.
The anomaly is, however, explained by the legislative history, indi-
cating that favorable treatment of residential mortgagees was in-
tended to encourage the flow of capital into the home lending mar-
ket. It was there for a purpose.

Ms. SANCHEZ. Thank you. My time has expired.

At this time, I will recognize the Ranking Member of the Sub-
committee, Mr. Cannon, for 5 minutes.

Mr. CANNON. I am always pleased to take my time. And by the
way, thank you for letting the gentleman respond without taking
my time.

I would also like to thank Mr. Levin for being here today. You
know, I have worked very closely with the National Bankruptcy
Conference and appreciate the expertise and the tremendous work
that was done, especially on the passage of the bankruptcy bill a
couple of years ago, which took great effort.

I think that quote, by the way, was Senator DeConcini, not the
National Mortgage Bankers Association, and he was a Democratic
Senator. Just I think that might play interestingly in the record.
We will have to look a little more on that. I think that is the quote
that we had before us.

For the record, Mr. Conyers is going to do the research on that.
And if it turns out it was Mr. DeConcini, the Democratic Party
may disown him, although that may not be relevant at this stage
of his life.

Mr. Levin, you talked about—I think you said something to the
effect, voluntary measures might get—won’t get the job done or
won’t get lenders to the table; the problem is more urgent. But they
are the guys who have the most to lose, are they not?

Mr. LEVIN. I am sorry for interrupting you.

Mr. CANNON. Go ahead.

Mr. LEVIN. They are not actually the guys to lose. In 1978, they
were the guys with most to lose because the local banker was mak-
ing the loan and keeping it on his books. Now these loans are
securitized in pools into mortgage-backed securities which are pur-
chased by collateralized debt——

Mr. CANNON. Let me say, rather than the lenders, let me say, the
owners of the paper are the ones who have the most to lose. People
who ought to be getting there and solving the problem and by mini-
mizing their losses if it costs so much to go through a foreclosure
process, they ought to be the ones in there that are driving that
forward.

Mr. LEVIN. You would think so. However, they are not the ones
who are at the table. The ones who are at the table are the mort-
gage loan servicers, and the servicers get a fee for the work they
do. And they get a bigger fee when they foreclose because that is
a big process.
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Mr. CANNON. Right. The guys that are going to have to pay that
fee, whoever that—that may be a mutual fund. It may be all kinds
of folks out there that own this kind of paper. There ought to be
terrific pressure on those folks to solve the problem.

Mr. LEVIN. There ought to be. But what happens is, there is a
certain assembly line mentality to this. It i simpler and easier to
work through the process than to try to custom tailor a solution to
every single problem.

Mr. CANNON. Well, Mr. Brewer talked about that he is not seeing
much—and he noted, it was anecdotal—with the industry’s attempt
to rework these issues, and maybe Mr. Kittle would like to speak
about this. But I think—was it Mr. Brewer we had here or Mr.
Bartlett—was talking about something in the neighborhood of
1,500 renegotiations per week. So over a couple-year period be-
tween now and the end of 2009, you are talking about 150,000. We
heard on the last panel, there may be as many as 500,000 of these
such houses that will go into some kind of crisis mode. One would
expect that as the word gets out—and by the way Mr. Brewer, I
suspect that you can find the phone number online. And I think
there is a pretty strong

Mr. BREWER. I have called it. I have called it. It is a black hole.

Mr. CANNON. Well, I guess my point is, what is the best thing
for America to have a black hole that gets light over time because
you have huge incentives by the owners of this paper to solve the
problem short of blowing the market apart with foreclosures, or a
bill that would fundamentally transform how we securitize the big-
gest segment of wealth in America? And you obviously have some-
thing to say, Mr. Brewer.

Mr. BREWER. Well, if that question is put to me, the answer is,
I don’t see why we can’t do both. I mean, if these folks are going
to fix the problem or fix—I think your numbers will make—I think
that might represent—if those numbers are real—I doubt they
are—but that may be 30 percent of the problem.

Mr. CANNON. Pardon me. I am about out of time, and I would
like Mr. Kittle to have the opportunity to respond to those issues.

Mr. KiTTLE. Thank you, Congressman Cannon.

Our Members are reaching out, but communication is a two-way
street, which I think Mr. Brewer would agree. We call the con-
sumer on a regular basis, can provide the data to show that, many
times, many times, the calls are not returned. We are joined with
NeighborWorks; our Home Loan Learning Center Web Site has
gone from getting hits as low as 200,000 per month up to 1.6 mil-
lion hits in August alone. We spent over——

Mr. CANNON. Those numbers—you are talking about numbers
that are big enough to solve the problem and would indicate that—
I mean, this is a complicated world with different people owning
paper. This is not like 1978. But if I understand what you are say-
ing right, there is a massive outreach by your industry to help
proactively solve the problem.

Mr. KiTTLE. There absolutely is a massive outreach. Are we
reaching everybody? No. Because, again, sir, communication is a
two-way street.

Ms. SANCHEZ. The time of the gentleman has expired. I would re-
quest unanimous consent for 30 seconds for Mr. Brewer to continue
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his thoughts since we allowed Mr. Kittle during my round of ques-
tioning to do the same.

Mr. BREWER. Thank you. My point is that the idea of voluntary
modifications to the extent that the real—to the extent they actu-
ally help people save their homes is good. Folks will turn to that
first. But I am telling you from that, down there in the trenches,
it is not enough. It is not even anywhere close to enough. So this
Congress needs to do something for those people that those vol-
untary modifications are not reaching. And, again, I think that the
real issue is the fact that what they are offering folks in a way of
modifications do not fix the problem. We are talking—they are ne-
gotiating with the same people who sold them on the idea of these
exploding ARMs in the first place.

Mr. KiTTLE. That is not accurate.

Mr. CANNON. Madam Chair, may I ask 15 seconds to say some-
thing conciliatory here?

Ms. SANCHEZ. Fifteen seconds, Mr. Cannon, and then we are
going to move on to Mr. Conyers.

Mr. CANNON. The Chairman of the full Committee is laughing
because he knows I can do it in 15 seconds.

Ms. SANCHEZ. Your time starts now.

Mr. CANNON. This is a matter of where the thumb goes on the
scale. And I suggest that the overwhelming weight that we are
talking about putting on the scale here may distort it to the great
detriment of your clients in the future and hope that we can find
something that will balance the problem.

Thank you, Madam Chair.

Mr. KITTLE. Can I correct the inaccurate statement?

Ms. SANCHEZ. I apologize. We do want to ensure that everybody
ig,ets an opportunity to ask questions. And we have gone a little
ong.

So I will at this time like to recognize Mr. Conyers for 5 minutes
of questioning. And before we begin, Mr. Conyers’ time, I want to
recognize Mr. Chabot, the gentleman from Ohio, who has been sit-
ting in for the last 30 minutes or so on this hearing. I know he has
a keen interest in this issue, and we welcome you to the Sub-
committee and thank you for your interest.

And now I will recognize Mr. Conyers for 5 minutes.

Mr. CoNYERS. Thank you, Madam Chairman. The Detroit area
has the fourth largest number of foreclosures of anyone. Atlanta
comes in number seven. It is a serious problem. And most of our
experts agree that it is going to get worse before it gets better. How
did a nice guy like Kittle get involved in this stuff, representing the
mortgage people? I mean, what happened in your life that created
this——

Mr. KirTLE. Well, I chose to be here, Congressman. And mort-
gage bankers are nice people, just like I am. So I am pleased to
be here to represent them today.

Mr. CoNYERS. Well, that is very reassuring. And if anyone could
do it, it would be you that make us feel reassured.

But you know, this Committee is quite collegial with Chris Can-
non and Tom Feeney and Mr. Chabot from Cincinnati; Brad Miller
is over here. We have got a real political situation here. And that
is that we can talk all we want. But this bill is going to be tough
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to get through the House and the Senate, gentlemen. It is not going
to be an easy thing to do, and unless we can get Mr. Chabot and
Mr. Miller and this Committee together, that to me is my goal. We
have sensational discussions and exchanges on this Committee.
But you see, there are a lot of people that are now—I will be put-
ting out a press release later on, and so will a lot of others—but
the problem, Chris, is that we have got people who will be listening
and looking at this and say, good night, the Sanchez Committee is
really getting us taken care of. We are talking upward of 500,000
people or families now. And help is on the way.

The Members, the witnesses that have been invited here today,
is there anything you can recommend out of your vast experience?
I know Mr. Brewer and Attorney Ted Kalo from North Carolina
know of each other. But tell me, knowing the difficulties of getting
both Houses of the Congress together, what I am beginning to get
worried about is what is going to really happen? I mean, it will be
a noble effort and all these people are saying, ah, boy, Chairman
Conyers, I know he would do it. And I knew Chabot would do it.
I knew Brad Miller could come through. Sanchez has got more
work than any other Subcommittee in the Judiciary. Where are
we? Mr. Brewer.

Mr. BREWER. If you are asking me how you get this bill passed,
that is way above my pay grade, but I mean——

Mr. CONYERS. So tell me anyway.

Mr. BREWER. Well, I think you either do it sooner or you do it
later because I—if I am right, if what I am hearing is these modi-
fication—these voluntary modifications are going to fix the prob-
lems, I will come back here and admit I was wrong. But I will bet
anybody here any amount of money that we will come here—you
wait until next spring and you don’t do something and this fore-
closure crisis, this fire I am talking about, is going to be burning
out of control, and you will have to do something, you know, be-
cause people will ultimately demand it.

Ms. SANCHEZ. Attorney Levin, what say you?

Mr. LEVIN. I don’t know where the middle ground is to answer
your question directly. But the answer is not, do nothing. The an-
swer is not, let the lenders decide when they want to give up value.

To Mr. Cannon’s thumb-on-the-scale point, it is a very important
consideration in all bankruptcy legislation. At this point, my expe-
rience tells me that homeowners with homes with values that have
fallen and cannot afford the payments do not have anything on
their side of the scale. I think passing something along these lines
would give them a little bit of negotiating leverage. Now they have
none. And it would be cabined and regulated by the bankruptcy
judges under the Supreme Court’s decision. But I don’t think doing
nothing is the answer.

Mr. CONYERS. Madam Chairwoman, could I ask Mr. Kittle for his
advice?

Ms. SANCHEZ. I will grant you an additional 30 seconds because
your time has expired so that Mr. Kittle may respond.

Mr. KiTTLE. Thank you, Madam Chairman. First of all, to correct
what he said earlier, that the people are not dealing with the same
people that originated the loans. The servicers, in many cases,
bought those loans from brokers who had no fiduciary responsi-
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bility in the transaction. So they are talking with a servicer who
is there who wants to help them work the loan out.

Congressman, if could I give you a quick example of how this
cram down bill will harm the people that you want to protect, and
the quick example is: On an FHA loan, there is a statute in FHA
loans that says they cannot insure when you do the cram down.
Therefore, the part you would cram down—and I will use an exam-
ple of a $150,000 loan, and it gets crammed down to $100,000. The
FHA insurance can’t pay on that $50,000. It goes back to the
servicer. The servicer has to eat that money. It has to pay that
money to Ginnie Mae, and the servicer takes the cost. That is a
statute.

Therefore, those loans, because of higher risk, in many cases, will
not be made unless interest rates are raised or points or fees to
mitigate the risk going forward.

Ms. SANCHEZ. The time of the gentleman has expired.

Mr. CANNON. Madam Chair, may I ask unanimous consent for 30
seconds to compliment—that is not compliment Mr. Conyers, but
complement—make a statement that is complementary to the
statement that he had just made.

Ms. SANCHEZ. You can compliment Mr. Conyers, too.

Mr. CANNON. I do that at almost every opportunity I get, and 1
will do that right now.

Ms. SANCHEZ. If you will be brief, I do want to give everybody
an opportunity to ask questions, Mr. Cannon. But go ahead.

Mr. CANNON. The gentleman has talked about the people watch-
ing this Committee hearing today. And I think many people in
America may actually be watching it. Therefore, I think it is ex-
traordinarily important that they begin taking responsibility for
their own lives because the likelihood that this bill will get passed
in a way that will actually affect them is I think fairly minor. And
so let me point out that the global flow of capital is dramatically
important here. If we want capital in America to continue making
loans, we are going to need to deal with this.

And I would love to have Mr. Kittle say for the record how people
can get in touch with the association that is dealing with these
mortgages so people can start calling up and screaming at bankers
and telling them what they can do and what the value of their
house is.

Ms. SANCHEZ. I will allow Mr. Kittle to do that, but I would like
to get through our round of questions first.

At this time, I will recognize the very patient Mr. Feeney for 5
minutes of questions.

Mr. FEENEY. Thank you.

And again, I want to thank the Chairman for having a second
hearing on this very important issue.

I think all of us sympathize with people who have to come see
you, Mr. Brewer. Nobody wants to be in that position. And I will
tell you that I serve on the Financial Services Committee. And you
know, for 30 years, Congressmen and Congresswomen have been
beating up, begging, brow beating the credit industry to make cred-
it more available to nontraditional borrowers. We are now up to 70
percent home ownership. America is the first country in the history
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of the planet where 70 percent of families could actually live in a
home that they own. That is a miraculous thing.

But let’s acknowledge that much of the bubble that has been cre-
ated in real estate is because of credit that was too loose. Loans
that just simply didn’t make sense unless market prices were going
to dramatically increase forever.

The market has already overreacted. It has overreacted so se-
verely that policymakers in this building, as we are trying to make
credit more risky and therefore tighten credit availability, the Fi-
nancial Services Committee is actually encouraging Fannie Mae
and Ginnie Mae to loosen credit availability. We have the Fed that
just dropped interest rates by half a point in order to make sure
that we don’t dry up credit markets and literally turn a partial re-
cession in one market of our economy into a deep depression in all
areas of the economy.

So the question here is not whether the patient is sick. I happen
to agree with your proposed analysis and the gentleman from
Moody’s, too, that the situation is likely to get worse in the next
6 to 12 months, not get better. I happen to agree with that. But
like medieval blood letting by doctors, my question is, are we mak-
ing the situation worse by being sympathetic? My question is, what
happens going forward to credit markets? Because, ultimately, the
way to relieve yourself of a problem of debt on a piece of property
is to have a rising—unless you can get a job that pays you twice
as much—is having rising property values. That only happens if
there are buyers available. The problem in today’s market across
the country and especially in the States that have had double-digit
declines is that there are just no buyers to sell to at the price that
the owner needs to cover the cost of his mortgage.

Now I think there may be things that we can do to get the hold-
ers of these mortgages and the folks that actually service the loans
in better contact with. That is what this Committee and the Finan-
cial Services Committee ought to be doing. I talked to a local judge
because at our last panel we had a bankruptcy judge testify that
almost none of the servicers or securitized holders of mortgages
were available to assist the individual that needed help. And just
as Mr. Levin said, you can’t deal with this on a case-by-case basis
when it is happening across the country.

I talked to an Orlando judge who happens to be a friend of mine,
and he does foreclosure, not bankruptcy, admittedly a different ani-
mal, but similar. He said that, on a regular basis, he can dial up
a phone at 2 in the afternoon and tell the servicer of a loan that
the property is going to be sold the next day. One thing all of the
witnesses both in this panel and the previous panels have agreed,
in this market, especially with declining real estate values, holders
of mortgages do not want that property back. It cost them months
of interest rate payments, of paying attorneys, of paying realtors to
remarket and fix-up costs. So it is in the interest of the holders of
securitized mortgages across the country to find a way to negotiate
these loans.

But what you do in this piece of legislation that the two of the
three of you have endorsed is you have said to all future lenders
that you are adding uncertainty into the credit markets. All credi-
tors, all lenders abhor risk. They abhor uncertainty, and you are
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adding to the uncertainty. And what you are doing is to say that
a judge arbitrarily can modify the terms of the mortgage despite
what is in the best interest of the long-term economy. And you are
taking that decision out of the hands of the people that now are
at risk.

So I understand that none of the three of you—maybe Mr. Levin,
maybe you have an economics degree. I think Mr. Kittle has re-
ferred—I don’t know whether you are an economist. But I am wor-
ried about the long-term economic impacts. And I am afraid, like
medieval doctors, we are taking a sick patient, and we are letting
blood all over the place so that we can argue, as Mr. Levin said,
we are doing something. And admittedly, the American people
want us to do something. But I am afraid for the patient in the fu-
ture.

With that, if the Chairman would allow, I would be happy to in-
vite comments.

Mr. BREWER. Do you want my comment on that? Because this is
my thought. I was with you because what you were describing was
a situation in which doing nothing is bad because we are going to
have all these foreclosures. There are going to be losses in the com-
munity. There is not going to be enough people buying these
houses. Why don’t we let the people who are in the houses now,
who could make these payments at a reasonable rate and who
could pay for the house at its current fair market value? In my
area, the market is not that depressed. I understand, in other
places, it is terrible. But wherever that level is—and this is not ar-
bitrary. The court—you know, you determine the fair market value.
They pay that lender a reasonable interest rate. If you want to let
it be like the till rate that is done on car loans, fine. If this Con-
gress wants to set what that rate is

Mr. FEENEY. Well, respectfully, this bill contains no constraints
whatsoever on the bankruptcy judge, and it takes out—there are
no constraints whatsoever in this bill.

Ms. SANCHEZ. The time of the gentleman has expired.

And I would also just like to comment briefly on that last point
that bankruptcy judges tend to be experts in assessing the value
of assets. I am going to ask—pardon me—unanimous consent to
enter into the record a letter from Richard Cordray, the Ohio
Treasurer of State, who sent a letter in support of H.R. 3609, and
also I would ask unanimous consent to enter into the record—
Moody’s did a subprime mortgager survey on loan modifications
with the finding that less than 1 percent of serviced loans that ex-
perienced a reset in the months of January, April and July of 2007
were actually modified by the mortgagees. Without objection, those
will be entered into the record.

And at this time, I would like to recognize the gentleman from
Georgia, Mr. Johnson, for his 5 minutes of questions.

[The information referred to follows:]
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LETTER FROM THE HONORABLE RICHARD CORDRAY, OHIO TREASURER OF STATE

RICHARD CORDR

TTOHIO TREASURER of

{614) 465-2160 » 30 E. Broad Strest, 6th Floor » Columbus, Ohio 43215-3481
October 12, 2007

The Honorable Brad Miller

United States House of Representatives
1722 Longworth Building

‘Washington, DC 20515

Re: _Support for HL.R. 3609
Dear Congressman Miller:
\ - HR 3609 is entitled the “Emergency Home Ownership and Mortgage Equity Protection

> 7 ~#etof2007.” This legislation would remove obstacles that currently prevent bankruptey courts
from restructuring home mortgages, thus helping borrowers save their homes from foreclosure.

N

The mortgage foreclosure crisis is taking an immense toil on individuals and the
_ neighborhoods they call home. The burden that is falling to the remaining residents as they cope
with plammeting home prices and rising crime is clear. Unfortunately for Ohio this problem is
widespread. A study released in March of this year by Policy Matters Ohio found that during
2006, 78 of the 88 counties in Ohio saw mcrqa$qs m;the-‘pmber of foreclosure filings. In 46
counties, this number jumped by twenty percent or more.

Ohio Governor Strickland convened a task force in April to delve into this issue and
identify recommendations to help those who gre in trouble. The group, of whichIwasa
member, recommended 27 action steps, many of which focused the need for loan servicsrs to
offer workout agregments. It was determined that sgrvicers must have the ability to ntilize six
essential strategies when restructuring loaps. These are: changing interest rates, from adjustable
1o fixed, ineluding escrow for tax and insnrance costs in afprdability calculations reducing |
principal in cases of excesy valuation, walvigg penalfics and lateifees; waiving:prepayment

ponalties, and requiring hottowers to work aith credit cqunselgrso The same floxibilityiand
foeys is neaded from the bankruptey courts, which is what this legislation would accomplish.

With the spike in the number of resetting adjustable rate mortgages that is already
ocourring-and that is, ikely. g, confinue through the end of, 2008, [ am glad to see the quick,
timetablo that has been, setfor the consideration of HR 3608 By-offering:an guenue for.more
morigage Joans fo,be modified, mege Ohigans wilk be,sble tp stayin their hogesiand more
peighbottioodswill rernain attractive places to live and raise & family.. ] urge yau-togict quickly
in approving this legislation.; If you have any questions wlddike,to discuss this further,
please feel frge fo call me anytime at (614) 466-3630x..~ ’ . .
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Over the past several weeks, Moody's performed a survey of the modification
practices of subprime mortgage servicers regarding borrowers that have or wil
experience an interest rate reset on their loans in either 2007 or 2008. Sixteen
subprime servicers with a total servicing volume of approximately $950 billion pro-
vided data to Moody's concerning modifications performed from January 2007 to
July 2007. These servicers constitute roughly 80% of the total subprime servicing
market.

SURVEY RESULTS

Despite much industry dialogue and heavy press attention on the topic of loan
modifications as a mitigation technique to avoid foreclosure and reduce losses on
defaulted loans, the survey results suggest that on average subprime servicers
have only recently begun to materially increase the number of modifications as it
relates to interest rate resets. Specifically, the survey showed that most servicers
had only modified approximately 1% of their serviced loans that experienced a
reset in the months of January, April and July 2007.

In addition, although some subprime servicers have recently begun to make out-
bound calls to borrowers that will experience reset in the near future, the majority
of large servicers continue to rely on more passive letter-based contact with bor-
rowers. This is of particular concern given the potential size of the problem - some
servicers reported that they could experience in a given quarter interest rate resets
on loans which constitute up to 15% of their portfolio during the period from late
2007 to early 2008. In addition, data from a limited subset of servicers indicated
that for loans that were current prior to reset and were not modified, the average
delinquency rate after reset was in the 5% to 15% range. However, these results
are for loans that were made in early 2005. Those loans were of generally higher
quality than loans that were issued later in 2005 and in 2006 and had greater refi-
nancing opportunities as they were not as impacted by the negative home price
environment. Moody's expects delinquencies will be higher for subprime loans
backing securitizations issued in late 2005 and in 2006 and that reset without
modification.

EXAMPLES OF PROACTIVE SERVICER PRACTICES

Those servicers that have been proactively addressing the issue of interest rate

resets on subprime mortgages have instituted a number of practices, including:

+ Frequent outbound calls to borrowers with a pending reset, typically attempted
from the 90" to the 30" day prior to reset;

+ A proactive review and analysis of the number of loans in their portfolios that are
anticipated to reset and their potential to default;

September 21, 2007
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« Increased frequency of letter-based contacts with borrowers;

« QOutreach via third-parties such as credit counseling agencies and governmental assistance programs to
facilitate contact with borrowers; and,

+ Encouraging the use of the servicer's website to give borrowers an opportunity to provide financial informa-
tion to assess the potential for a modification.

CONCLUSION

Based on the survey results, Moody’s is concerned that the number of modifications that will be performed in
the future by subprime servicers on loans facing reset may be lower than what will be needed to significantly
mitigate losses in subprime pools backing rated securitizations. In light of this risk and the current performance
of the collateral, Moody's expects further negative rating activity on subprime residential mortgage backed
securities issued in late 2005 and in 2006.
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Mr. JOHNSON. Thank you, Madam Chair. In our background ma-
terial, it recites that, in 2006, there were 1.2 million foreclosures
in the United States, representing an increase of 42 percent over
the prior year, an explosion in foreclosures. And economists esti-
mate that 5 percent of all mortgage holders are expected to default
on their mortgage loans this year and next, resulting in a whop-
ping $400 billion worth of defaults and $100 billion in losses to in-
vestors in mortgage securities.

And that being the projection, and it being foreseeable that this
would have a tremendously negative impact on the economy of this
Nation, I want to ask Mr. Kittle, what would be worse, for that sit-
uation to unfold, or would it be better for a bankruptcy court to be
able to ensure that many of those loans, instead of going into de-
fault and becoming nonconforming, would be continuing, would be
allowing loans to continue to perform but only partial performance?
Which would be better, nonperformance or partial performance, to
the lending industry in this country?
hMr. KiTTLE. Thank you, Congressman. I am happy to address
that.

I think it would be better for the market to let it correct
itself-

Mr. JOHNSON. Well, now, that is a different question.

Mr. KiTTLE. But I will finish and answer your question the way
you put it.

—and I think it would be better for it to play out and not to have
this legislation go through.

And here is why: There are a couple of points and statistics that
have not been given today. We keep talking about the mortgage
products putting these people into foreclosure.

Mr. JOHNSON. Well, you haven’t answered my question.

Mr. KiTTLE. I am going to.

The three main reasons for foreclosure, Congressman, are unem-
ployment, divorce and illness, not the mortgage products. So that
needs to be said.

Mr. JoHNsON. If you have got a mortgage, if you have got an ad-
justable rate mortgage which is getting ready to adjust upward,
and it will cause the—and the value of your property is going down
because of foreclosures around it——

Mr. KITTLE. But it is not the mortgage products all the time that
are causing the foreclosures around the property.

Mr. JOHNSON. Whatever the cause might be, wouldn’t it be better
to enable the debtors to continue to pay something on those loans
as opposed to ensure that they go into default?

Mr. KITTLE. No, and for this reason.

Because if you enact this legislation, the future interest rates
will be up by 2 percent. Borrowers will not be able to obtain credit
because the risk will be so high some investors will pull out of the
market. You will hurt future purchases.

Mr. JOHNSON. I heard you say that. But now you have got a mar-
ket of lending as to debtors’ principal residences. Then you have
got a number of loans that are made for investment property in
real estate. You have got commercial property loans. The residen-
tial lending industry that is consumed or that portion of the resi-
dential lending industry consumed by debtor-occupied homes is
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probably not as great as that overall market, but yet the overall
market allows for a bankruptcy judge to come in and modify the
loans.

Mr. KITTLE. Are you speaking on the investment loans?

Mr. JOHNSON. Any other kind of property, other than a debtor’s
primary residence.

Mr. KiTTLE. Well, there is equity in those properties, that’s cor-
rect.

Mr. JOHNSON. Let me ask Mr. Brewer.

Do you understand the question?

Mr. BREWER. Yeah, I do.

Mr. JOHNSON. We are only talking about a portion of the whole
market.

Mr. BREWER. It is obviously the industry—I mean, it is like you
are trying to force them to do what is in their best interest. And
the most efficient way to modify these loans is not through this
cumbersome jump through all these hoops counselor’s process, but
for those people who cannot make their loan payments, to modify
them through a bankruptcy; and it is the most efficient way to do
it.

Mr. JOHNSON. Let me add that according to Moody’s back in Au-
gust, a study by Moody’s, only 1 percent of the loans that qualified
for a workout were actually being voluntarily worked out by the in-
dustry.

Mr. Levin, what can you add to that?

Mr. LEVIN. On that specific question, as I said earlier, sometimes
lenders need—let me put it this way.

If I am going to negotiate with you about something and you get
to make the final decision, you don’t have to take my views into
account at all, and you invite me to the negotiating table, take it
or leave it. What negotiation is there? Whenever one party to a ne-
gotiation has all of the decision-making authority, there 1s no real
negotiation; it is a unilateral decision.

What this law would do would be to try to put some negotiating
leverage on both sides, regulated by a bankruptcy judge, regulated
by Supreme Court decisions, constraints on the process where the
Supreme Court has said, a valuation has to be done according to
this standard, interest rates have to be done according to that
standard.

There is nothing in these bills that talks about valuation and in-
terest rate. It is already in the law. These bills would hitch onto
that. That is what I think about voluntary negotiation.

Sure it can be done, but why would it be?

Mr. JOHNSON. And it works very well in circumstances other
than debtors’ primary residences, which is what is causing the big
problem that we are faced with today and which this legislation,
H.R. 3609—which was introduced by Representative Miller, who is
seated to my right, along with Representative Sanchez and oth-
ers—seeks to address.

And so, with that, I will yield back my time.

Ms. SANCHEZ. The time of the gentleman has expired. I want to
thank all of our——

Mr. KiTTLE. Madam Chairman, may I make one 15-second com-
ment, please?
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Ms. SANCHEZ. I will allow you 15 additional seconds and nobody
else gets additional time.

Mr. CANNON. I ask to give him 20 seconds so he can announce
a phone number and we page.

Ms. SANCHEZ. I will allow you 15 seconds for that purpose, and
we are watching the clock.

You are on, Mr. Kittle.

Mr. KiTTLE. Okay.

I wish Mr. Zandi were here—and he is not—because the 1 per-
cent figure you just allude to is misleading and inaccurate. He says
1 percent of all ARMs, 50 percent of the subprime ARMs, almost
50 percent, have already refinanced. There is a high percentage of
those subprime ARMs that are paying on time. Therefore, his using
1 percent of all ARMs is totally inaccurate.

I would encourage you to ask Mr. Zandi to verify his statistics.
?rﬁd also ask him if his own company, Moody’s, even supports the

ill.

Ms. SANCHEZ. The gentleman’s time has expired.

And we appreciate again the patience of all the witnesses. We
have had a number of scheduling difficulties with this hearing.

Without objection, Members will have 5 legislative days to sub-
mit any additional written questions, which we will forward to the
witnesses and ask that they answer as promptly as they can so
that we can make them a part of the record. Without objection, the
record will remain open for five legislative days for the submission
of any additional materials.

Again, I want to thank everybody for their time and their pa-
tience. I want to thank Representatives Miller and Chabot, who
joined us. Back in the old days they would have had an opportunity
to participate in the asking of questions of our panelists, and I am
sorry that that was not the case today. But I do appreciate your
presence here and your interest in this issue.

And this hearing of the Subcommittee on Commercial and Ad-
ministrative Law is adjourned.

[Whereupon, at 3:30 p.m., the Subcommittee was adjourned.]
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LETTER TO THE HONORABLE LINDA T. SANCHEZ, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF CALIFORNIA, AND CHAIRWOMAN, SUBCOMMITTEE ON COMMER-
CIAL AND ADMINISTRATIVE LAW, FROM J. RICH LEONARD, JUDGE, UNITED STATES
BANKRUPTCY COURT, EASTERN DISTRICT OF NORTH CAROLINA

UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF NORTH CAROLINA

J. Rich Leonard 300 Fayetteville Street Mall

Judge Century Station, Room 104
Post Office Box 1441
Raleigh, North Carolina 27602-1441
Telephone: (919) 8566-4033
Facsimile: (919) 856-4250
Rich Leonard@nceb uscourts.goy

November 12, 2007

Ms. Linda Sanchez

Chairwoman, Subcommittee on Commercial and Administrative Law
U.S. House Judiciary Committee

1222 Longworth Building

Washington, DC 20515

Dear Chairwoman Sanchez:

Thank you for your important work to protect families from foreclosure by holding
hearings and sponsoring legislation about changing the bankruptcy code to allow judges to
modify mortgages on primary residences under chapter 13. My name is Rich Leonard, and for
the last fifteen years T have been a bankruptcy judge in the eastern district of North Carolina.
Our district runs from Raleigh to the OQuter Banks, receiving cases both from the thriving
metropolitan area around Raleigh, and the largely rural and less prosperous remainder of eastern
North Carolina. Because T derive my docket primarily from these rural areas, my particular
expertise is mobile home valuation and hog farm operations.

Bankruptcy courts are often the canaries in the mineshaft, noticing changes in the
economy before they become readily apparent to others. And thus it has been with subprime
mortgages. The problems have manifested themselves in two ways. First, in any number of
cases, we began to see mortgages with extremely high interest rates, large transactional costs,
and more importantly, payments far in excess of what the debtor could afford under any
reasonable underwriting standards. And second, often no one can tell us who the current holder
of the mortgage is, not even the servicer, so it is virtually impossible for counsel or the chapter
13 trustee to suggest a reasonable modification.

As you know, the ability of the bankruptcy court currently to provide much relief to
distressed homeowners is restricted. Our authority is limited to stopping the foreclosure
proceeding while the debtor is provided an opportunity to both resume the regular payments in
whatever amount they may be, and to pay the arrearage through the plan under the supervision of
the trustee. Like other judges, T frequently decline to confirm reorganization plans that offer this
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treatment because they are simply not feasible. If the homeowner did not have the resources to
make the mortgage payments before bankruptcy, it is unlikely they will be able to resume those
payments plus pay the delinquent amounts. And in cases where the plan is confirmed, upward
adjustments in the mortgage payment during the plan often doom it to failure.

The human face of this is real. The hardest cases for me are the elderly people who often
owned their homes outright, but were lured into an unfavorable refinancing, often by an
unscrupulous mortgage broker who has long disappeared. Last week 1 dismissed the case of an
elderly African-American widow, thus allowing the foreclosure action to proceed, who had lived
in her home for forty years and owned it outright, at least until she was persuaded to do a bad
subprime refinancing to enclose her carport.

In looking at the issues surrounding the current proposal, there are six points that I would
like to make.

First, the proposal that bankruptcy judges should be able to modify home mortgages in no
way suggests that these debts are being singled out for special and unfair treatment. Quite the
contrary, they would now be given the treatment given all secured claims in bankruptcy; their
current exemption from modification would simply be removed. Reamortizing and restructuring
secured debt is the heart and soul of the bankruptcy process. 1do it daily with factories, grocery
stores, farms, boats, motor vehicles, mobile homes, and investment property — any debt but that
secured solely by the principal residence.

Second, this has been tried before in response to an economic crisis and worked well. In
the 1980s, devaluation in the farm economy threatened virtually every small farmer in America.
No provision of the bankruptcy code provided much relief, in part because the family home was
always part of the collateral. Chapter 12, which allowed bankruptcy courts to modify all farm
loans, was passed as a response, and has been such a success it is now a permanent part of the
Bankruptcy Code. Rather than destroying the farm market, it interposed some rationality and
discipline.

Third, the bankruptcy courts are equipped to deal with these cases with their current
staffing. In response to what were overwhelming caseloads in the 1990s, the bankruptcy courts
of this country have become the most technologically advanced in the world, able to deal with
cases and claims electronically and often remotely. There would be an initial flurry of filings,
each court would then work out its predictable response to these issues, and the market would
respond. For example, the secured debt on motor vehicles is restructured in hundreds of my
cases each year, but T rarely have a contested hearing. Debtors’ counsel, the trustee, and the car
company lawyers know about what my court will do with a certain set of facts and agree to it,
and this happens in every jurisdiction.
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Fourth, our discretion in this area is sharply curtailed already by existing caselaw. The
idea that we would (or could) somehow willy-nilly give everyone a 40-year mortgage at 2%
interest is ludicrous. The Supreme Court has already told us how to value property and compute
interest in this situation. Property to be retained by a debtor in Chapter 13 must be valued at its
market rate, with interest set at prime plus an upward adjustment reflecting an appropriate risk
factor. Any judge who deviated far from that rule would be quickly reversed.

Fifth, 1 am skeptical from my own experience that out-of-court consensual modifications
can be much of a solution here. As 1 mentioned earlier, these mortgages in no way resemble the
conventional mortgage held by the local bank that was fairly protected from modification 30
years ago. Even in hotly litigated cases under threat of contempt, often no one can identify who
the actual current holder of the mortgage note is. Yet servicing agents have fiduciary obligations
to these unknown investors, and are obviously hesitant to engage in unilateral modifications and
risk future liability themselves. The beauty of the bankruptey solution is that, in a sense, we
don’t care. We enter in rem orders binding as to the property, the debtor, the servicer, and
whoever the noteholder is, and have plenary and nationwide jurisdiction to enforce them.

And finally, it is important to note that this has nothing to do with BAPCPA, except with
the one minor matter of relaxing the debt counseling requirement when foreclosure is imminent.
1 fully understand everyone’s fatigue with bankruptcy reform, and the desire not to take the lid
off that kettle right now. Whatever your views of the deals struck in the passage of BAPCPA,
this proposal in no way challenges or undercuts them. This deals with a provision that preceded
BAPCPA by many years.

It is not my job as a judge to suggest what to do in terms of substantive policy. But 1
would like to say that, whether because they dreamed too large or were lured into bad deals they
did not understand, millions of average Americans who have worked hard to have a home are at
risk of losing them. This is one policy solution among many worthy of careful consideration to
keep that from happening.

Sincerely,
Judge Rich Leonard

Bankruptcy Judge
U.S. Bankruptcy Court, ED.N.C.
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LETTER TO THE HONORABLE JOHN CONYERS, JR., A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF MICHIGAN, CHAIRMAN, COMMITTEE ON THE JUDICIARY, AND
MEMBER, SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW, AND THE
HONORABLE LINDA T. SANCHEZ, A REPRESENTATIVE IN CONGRESS FROM THE STATE
OF CALIFORNIA, AND CHAIRWOMAN, SUBCOMMITTEE ON COMMERCIAL AND ADMINIS-
TRATIVE LAW

HENRY J. SOMMER

Attorney at Law

7118 McCallum Street
Philadelphia, PA 19119
(215) 242-8639
Fax (215) 242-2075
henry@henrysemmer.com

Oclober 30, 2007

Honorable John Conyers, Jr.
2426 Rayburn Building
Washington, DC 20515

Honorable Linda T. Sanchez
1007 Longworth House Olfice Building
Washington, DC 20515

Re: Mortgage relicf in bankruptcy
Dcar Mr Conyers and Ms. Sanchez:

T am writing to urge you to continue to play an important role in exploring ways that the
bankruptcy laws can be used to save the homes of the many hundreds of thousands of families
lacing [oreclosure. With your leadership, communities around the country can be spared the
worst ol the crisis they now [ace, in which vacant properties will prolilerate, with home values
and tax bases plummeting.

As somcone who has represented bankruptcy debtors for over thirty years, including
many with high rate mortgages, | am quitc familiar with thesc issucs. I am also Co-Editor in
Chief of Collier on Bankruptcy, I have had the honor of testifying many times before the House
Judiciary Committce over the past 25 years, and I am a former member of the Judicial
Conference’s Advisory Committee on Bankruptcy Rules and the Federal Reserve Board’s
Consumer Advisory Council.

I'know one of the challenging issues is the idea of siripping liens {rom properties lo the
extent they exceed the value of the properties, popularly known as “cramdown” (even though the
technical bankruptcy meaning of that term is more expansive.) The concept is one of
longstanding usc and importance in bankruptcy law, and has applied for decades to almost cvery
other kind of assct in chapter 11(commercial real estate and all other asscts), chapter 12 (all
assets, real and personal), and chapter 13(almost all assets, including second homes, except
primary residence). Esscntially, it simply permits the debtor to “buy back™ an assct from a
creditor’s lien at the current market value anyone else would pay for it, and pay that amount over
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time with a [air rate of interest. Moreover, the unsecured portion of the debt remains as an
unsecured claim in the bankruptcy case.

I understand that industry lobbyists have been making the argument that permitting
cramdown would drive up the cost of credit due to uncertainty in the sccondary market, along
with its corollary that “you would be hurting the people you arc trying to help.” The same
argument has been made in opposition to every piece of pro-consumer legislation ever proposed.

This argument has never proved to be true. Looking just to bankruptey law changes, the
1978 Bankrupicy Reform Act elfected dramatic changes, such as permilling the cramdown of all
other assets for chapter 13 debtors, the voiding of various types of liens held by consumer
creditors, the right to cure mortgage delaults, and significantly larger property exemptions in
many statcs, including Pennsylvania. No perceptible reduction in the availability of consumer
credit resulted. [ndeed, it continued to increase substantially.

Morec recently, the 2005 bankruptey legislation was promoted on the basis that it would
reduce credit costs, with some of the same creditor lobbyists arguing that every household would
save $400 to $500 per year. Of course, that has not happened. The 2005 law protected many car
loans (also bundled and sold in the secondary market) rom cramdown and greatly increased the
rights of car lenders in other ways, yel no one has detected any change in the price or availability
of car loans.

Thesc results were predictable for two fundamental reasons:

First, bankruptcy laws simply reflect economic reality and provide an orderly system for
resolving the rights of debtors and creditors. Making bankruptcy more difficult for debtors does
not mean they will pay debis they cannot alford to pay. Il cramdown is not permitted [or deblors
who cannot pay their mortgages, debtors and creditors have several other alternatives, none ol
which is more [avorable to the creditor:

(1) forcclosure, in which the creditor would reccive liquidation value which is less than current
market value;

(2) short sale, in which the debtor sclls the home privately and pays the creditor what it would
receive in cramdown;

(3) deed in lieu of [oreclosure, in which creditor receives the home, worth only the cramdown
amount;

(4) voluntary modification,which lenders rarely agree to, in which an arrangement similar 1o
cramdown results.

Thus, it is not surprising that the price and availability of mortgages were not affected
over the years when four circuits permitted cramdown of home mortgages in chapter 13 prior to
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the Supreme Court ruling otherwise." Indeed, prior to the Supreme Court’s Dewsnup decision,

many courts permitted cramdown of undersecured liens in chapter 7. And chapter 13 debtors

still have the ability to cram down mortgages on investment propertics, commercial real cstate,
vacation homcs, and two and thrce family homes,’ with no resulting difference in credit cost or
availability of such loans.

The industry’s claims that mortgage rates would rise by 2% (for example, from 6% to
8%), a 33% increase in rates, defy credulity. Assuming that the conventional nortgage rate is
approximately one percent above the lender’s cost ol funds, and includes costs ol servicing, elc.
in addition o a [actor [or risk, such an increase would be warranted only il the risk for all
mortgages more than tripled. While the foreclosure crisis is large, the estimate of 600,000
homeowners who might benefit [rom the proposed legislation is approximately 1% ol the
market. And, of course, the cramdown would not be a total loss, but only, at most, a 10% to 20%
loss. Combining thesc numbers, the reduction in total outstanding balances would be a small
fraction of 1%. And, again, even that reduction would simply reflect already existing economic
reality and produce lcss of a loss than foreclosure. Thus, cven on the unlikely assumption that
the risk ol delault on such loans is not already built into existing rates, and the even more
unlikely assumption that lenders would not lose at least as much in foreclosure without
enaciment of the bill, an increase of 2% in interest rates would be enough to collect, every year,
about 20 times the amount that would be lost to cramdown!

Second, in our experience people do not file bankruptcy unless they have no alternative
(and somc will not do so cven then.) The cramdown has not been used, and would not be uscd,
where it is not nceded. And it will be used only for a small percentage of mortgages, simply
reducing them to their true economic value. By providing resolution in such cases, it is more
likely to rationalize and stabilize the market, rather than destabilize it.

Indeed, the secondary market seems 1o be remarkably insensitive to risk in general. Itis
ironic that the creditors now making the argument about increased risk are the same ones who
permiited loans to be made and sold without even verilying whether borrowers could pay them,
resulting in enormous market instability. In comparison, the risk created by bankruptey
cramdown is minuscule.

' See In rc Bellamy, 962 F.2d 176 (3d Cir. 1992); In rc Hart, 923 F.2d 1410 (10" Cir.
1991); Wilson v. Commonwecalth Mortgage Corp., 895 F.2d 123 (CA3 1990); In re Hougland,
886 F.2d 1182 (CA9 1989).

* E.g., Gaglia v. First Federal Savings & Loan Assn., 889 F.2d 1304, 1306-1311 (1989).

* E.g., In re Scarborough, 461 F.3d 406 (3d Cir. 2006).
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I am available to work with you and your stafl and to answer any questions about the
feasibility or impact of changes in chapter 13 to deal with the mortgage crisis. Please let me
know if Tcan be of assistance in any way.

Respectfully yours,

s/ Henry J. Sommer



